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The Medicare Payment Advisory Commission (MedPAC) is an independent congressional
agency established by the Balanced Budget Act of 1997 (P.L. 105-33) to advise the U.S.
Congress on issues affecting the Medicare program. In addition to advising the Congress on
payments to health plans participating in the Medicare Advantage program and providers in
Medicare’s traditional fee-for-service program, MedPAC is also tasked with analyzing access

to care, quality of care, and other issues affecting Medicare.

The Commission’s 17 members bring diverse expertise in the financing and delivery of health
care services. Commissioners are appointed to three-year terms (subject to renewal) by the
Comptroller General and serve part time. Appointments are staggered; the terms of five or six
Commissioners expire each year. The Commission is supported by an executive director and
a staff of analysts, who typically have backgrounds in economics, health policy, and public
health.

MedPAC meets publicly to discuss policy issues and formulate its recommendations to

the Congress. In the course of these meetings, Commissioners consider the results of staff
research, presentations by policy experts, and comments from interested parties. (Meeting
transcripts are available at www.medpac.gov.) Commission members and staff also seek input
on Medicare issues through frequent meetings with individuals interested in the program,
including staff from congressional committees and the Centers for Medicare & Medicaid

Services (CMS), health care researchers, health care providers, and beneficiary advocates.

Two reports—issued in March and June each year—are the primary outlets for Commission
recommendations. In addition to annual reports and occasional reports on subjects requested
by the Congress, MedPAC advises the Congress through other avenues, including comments
on reports and proposed regulations issued by the Secretary of the Department of Health and

Human Services, testimony, and briefings for congressional staff.
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The Honorable Joseph R. Biden
President of the Senate

U.S. Capitol

Washington, DC 20510

The Honorable Nancy Pelosi
Speaker of the House

U.S. House of Representatives
U.S. Capitol

Room H-232

Washington, DC 20515

Dear Mr. Vice President and Madam Speaker:

I am pleased to submit the Medicare Payment Advisory Commission’s March 2010 Report to the Congress:
Medicare Payment Policy. This report fulfills the Commission’s legislative mandate to evaluate Medicare
payment issues and to make recommendations to the Congress.

The report contains six chapters:

* achapter that provides context for those that follow by documenting the rise in Medicare and total health
care spending.

» achapter with five sections that describes the Commission’s recommendations on rate updates for six
payment systems used by traditional Medicare.

e achapter with four sections that describes the Commission’s recommendations on rate updates for the four
post-acute care payment systems used by traditional Medicare.

e achapter that provides updated statistics on enrollment, plan offerings, and payments in Medicare Advantage
plans and repeats our recommendations from previous years.

e achapter with updated statistics on enrollment and plan offerings for plans that provide prescription drug
coverage.

* achapter responding to a congressional mandate to compare quality among Medicare Advantage plans and
between those plans and traditional Medicare, with the Commission’s recommendations.

The goal of Medicare payment policy is to get good value for the program’s expenditures, which means
maintaining beneficiaries’ access to high-quality services while encouraging efficient use of resources. Anything
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less does not serve the interests of the taxpayers and beneficiaries who finance Medicare through their taxes and
premiums. Although this report addresses many topics to increase value, its principal focus is the Commission’s
recommendations for annual rate increases under Medicare’s various fee-for-service payment systems. The
Commission bases its rate recommendation for each Medicare payment system on an assessment of payment
adequacy, including beneficiary access to care, changes in the supply of providers and service volume, quality of
care, access to capital, and provider profit margins (where data are available). Annual changes in the rate paid to
providers are often referred to as updates.

Updates change the base rate paid by Medicare for each unit of service provided—for example, a hospital
admission, a physician visit or procedure, or an episode of home health care. To calculate the ultimate payment
for a unit of service, base rates are multiplied by relative values or case weights that reflect the complexity of the
services provided as well as by adjustments for geographic variation in input prices.

Managing base rates will not solve the fundamental problem with current Medicare payment systems, discussed
in our June 2008 report, that providers are paid more when they deliver more services (fee-for-service), without
regard to the quality or value of those additional services. To address that problem directly, the Commission
was an early proponent of payment reforms now widely discussed, including “medical homes,” “bundling,”

and “accountable care organizations.” Discussion of the details of these proposals is beyond the scope of this
letter; suffice to say that each payment reform would attempt to reduce the prevailing incentive to provide more
care, especially more complex care. In addition, payment reforms strive to reward better coordination of care,
especially for patients with complex conditions.

For two reasons, however, comprehensive reform of Medicare’s payment systems is not a ready panacea. First,
the new payment models need to be tested and refined; it is one thing to conceptualize a new model but quite
another to implement it on a broad scale. Second, reorganization of how care is delivered may be necessary

for payment reform to work. For example, “bundling” would pay a lump sum to the hospital, physicians, and
post-acute providers caring for a patient during an inpatient admission plus some interval post-discharge (e.g.,

30 days). Currently, those providers often act independently of one another and have no formalized means for
collaborating, much less for sharing financial risk. Payment reform will often require reorganizing the delivery of
care, a complex and time-consuming activity in its own right.

While the Commission maintains that Medicare’s payment systems must be reformed, in the interim it is
imperative that the current fee-for-service payment systems be managed carefully. As much as reformers—
including the Commission—may wish to hasten a sweeping overhaul of Medicare payment systems, Medicare

is likely to continue using its current payment systems for some years into the future. This fact alone makes unit
prices—both their overall level and the relative prices of different services—an important topic. In addition, unit
prices under the current payment systems could affect the prospects for payment reform for the following reasons:

o The level of unit prices has an immediate and direct effect on Medicare expenditures. By limiting
unnecessary updates, the Congress can achieve budget savings and lower beneficiary premiums and cost
sharing. Although some critics of Medicare claim that it pays too little for each unit of service, in their 2003
Health Affairs article, Uwe Reinhardt, Gerard Anderson, and others found that high unit prices are one of the
most important reasons that total U.S. health expenditures per capita are the highest in the world.

e By limiting and altering Medicare’s unit prices, Medicare provides an impetus for providers to volunteer
Jor experiments with new payment methods. Medicare payment reform will often require changes in
how providers are organized. Therefore, payment reform will likely need to proceed, at least initially, on a
voluntary basis. Voluntary reform poses two challenges: First is the challenge of getting enough volunteers;
after all, reorganizing can be difficult work since it may well entail a redistribution of income among
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participants. A physician subspecialist, for example, is unlikely to volunteer to participate in an accountable
care organization that intends to redistribute income from subspecialists to primary-care providers—unless
the subspecialist believes that redistribution is likely to happen under the current payment system. The
second challenge is that if there is no financial pressure on providers that choose to stay in the current
fee-for-service payment systems, their incentive to take a risk on a new system will be limited—and only
providers who expect that they will fare better financially under the new payment method will volunteer.
As a result, all other things being equal, voluntary payment reform could increase, not decrease, Medicare
expenditures. Steady pressure on unit prices under Medicare’s current payment systems, coupled with
appropriate redistribution of payments, will help address both of these challenges.

o The relative values used in Medicare’s payment systems signal what the program values and can, by
themselves, shape the delivery system. On the one hand, inappropriately high unit prices may encourage
heavy investment in equipment (e.g., MRI or computed tomography scanners) or programs and facilities
(e.g., cardiac specialty hospitals and programs) that institutional providers are then reluctant to abandon. In
extreme cases, badly mispriced services may leave the program vulnerable to fraud and abuse. On the other
hand, comparatively low unit prices may discourage providers from delivering certain services. Take, for
example, the relatively low amount paid for primary care services as opposed to subspecialty services. The
comparatively low compensation for primary care has contributed to the dramatic decline in the number of
U.S. medical school graduates choosing careers in primary care.

In conclusion, changing Medicare’s payment methods is essential to improving efficiency and value in health-
care delivery. But such payment reform is unlikely to happen—or at least will not happen as quickly—without
steady pressure on the level of prices paid by Medicare as well as attention to the relative values assigned to
different services. We hope this report contributes to that effort.

Sincerely,

Glenn M. Hackbarth, J.D.
Chairman

Enclosure
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Executive summary

As required by the Congress, each March the Medicare
Payment Advisory Commission reviews and makes
recommendations for Medicare fee-for-service (FFS)
payment systems and the Medicare Advantage (MA)
program. In this report, we:

*  Consider the context of the Medicare program in
terms of its spending and the federal budget and
national gross domestic product.

*  Consider Medicare FFS payment policy in 2011 for:
hospital inpatient, hospital outpatient, physician,
ambulatory surgical center, outpatient dialysis,
hospice, skilled nursing, home health, inpatient
rehabilitation, and long-term care hospital.

e Discuss the status of the MA plans beneficiaries can
join in lieu of traditional FFS Medicare and reiterate
prior year payment recommendations.

* Review the status of the plans that provide prescription
drug coverage.

* Respond to a congressional mandate to examine how
to compare quality among MA plans and between
those plans and traditional Medicare.

The goal of Medicare payment policy is to get good

value for the program’s expenditures, which means
maintaining beneficiaries’ access to high-quality services
while encouraging efficient use of resources. Anything

less does not serve the interests of the taxpayers and
beneficiaries who finance Medicare through their taxes
and premiums. Although this report addresses many topics
to increase value, its principal focus is the Commission’s
recommendations for annual rate increases (updates) under
Medicare’s various FFS payment systems.

We recognize that managing updates and relative payment
rates will not solve the fundamental problem with current
Medicare FFS payment systems—that providers are paid
more when they deliver more services without regard

to the quality or value of those additional services. To
address this problem directly, payment and delivery
system reforms the Commission has discussed in the past
such as medical homes, bundling, and accountable care
organizations will have to be investigated and successful
models adopted on a broad scale. That is unlikely to
happen in the near term, however, because implementing
comprehensive reform is complicated and may require

reorganization of the delivery of care—a complex and
time-consuming activity in its own right.

In the interim, it is imperative that the current FFS
payment systems be managed carefully. Medicare is likely
to continue using its current payment systems for some
years into the future. This fact alone makes unit prices—
both their overall level and the relative prices of different
services—an important topic. In addition, unit prices could
affect the prospects for payment reform by eliminating
unnecessary expenditures, providing an impetus for
providers to volunteer for experiments with new payment
methods, and shaping the delivery system by changing
relative values.

Changing Medicare’s payment methods is essential to
improving efficiency and value in health care delivery. But
such payment reform is unlikely to happen—or at least
will not happen as quickly—without steady pressure on
the level of prices paid by Medicare as well as attention to
the relative values assigned to different services.

At the beginning of each chapter, we list the
recommendations it contains. Within the chapters, we
present each recommendation; its rationale; and its
implications for beneficiaries, providers, and program
spending. The spending implications are presented as
ranges over one- and five-year periods and, unlike official
budget estimates, do not take into account the complete
package of policy recommendations or the interactions
among them. In Appendix A, we list all recommendations
and the Commissioners’ votes.

Context for Medicare payment policy

The Medicare program and other United States health care
payers are on an unsustainable financial path, as we discuss
in Chapter 1. For most of the post-World War II period,
health care costs have risen faster than the economy. CMS
reports that health care’s total share of the economy rose
from 7 percent in 1970 to an estimated 17 percent in 2009.
This high rate of growth is projected to continue, absent
meaningful financing and delivery reforms.

A number of factors are responsible for the sustained
high rates of growth in health care costs for public and
private programs. The Congressional Budget Office cites
advances in medical technology, national wealth, and the
consumption-increasing effects of insurance as major
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contributors to historic and projected growth. Other factors
include changes in demographics and disease burden,
rising personal incomes, and increases in prices charged
by providers.

Rising spending places an increased burden on those who
fund it. Higher premiums for health care benefits have
resulted in increased employee benefit costs eclipsing
wage increases; in effect, workers are receiving smaller
increases in cash salaries in exchange for increases in
insurance benefits. For Medicare beneficiaries, rising
spending means that a growing share of their income
must be used to pay Medicare premiums and cost sharing.
Finally, for taxpayers the rising cost of Medicare and other
federal health programs will require higher taxes and
reduce the resources available for other federal priorities.

Studies show that much of the increase in health care
spending is not explained by improvements in health
status, clinical outcomes, or quality of life and that
recommended clinical services are not always provided.
These findings, combined with the projected increases

in health spending, represent the core challenges for
policymakers: how to increase quality, improve the
efficiency of the delivery system, and find the resources to
finance care.

Many of the barriers that prevent Medicare from
improving quality and controlling costs stem from the
incentives in Medicare’s payment systems, which are
primarily FES and provide incentives that reward more
services instead of better quality. Furthermore, Medicare’s
payment rates for individual products and services are

not always accurate, leading to overpayments that do not
encourage efficiency and may cause providers to prefer
delivering overpriced services relative to others. Payments
are based on the type and volume of services provided,
and providers are not accountable for the quality of care
they provide. Also, within the piecemeal FFS payment
system there is no incentive for providers to coordinate
care. Finally, Medicare providers and beneficiaries do not
have the information they need to improve quality and use
resources efficiently.

To begin to address these problems, the Commission has
recommended a number of changes, such as rewarding
providers for improving quality and holding providers
accountable for the quality of care beneficiaries receive
and the resources expended to provide it. The Commission
is assessing approaches that revise the single-setting
“silos” that are the unit of payment for most FFS payment

systems. These changes, with other changes to the delivery
system that the Commission has recommended, aim

to improve the quality of care and health outcomes by
creating incentives for providers to work together.

Assessing payment adequacy and updating
payments in fee-for-service Medicare

The Commission makes payment update recommendations
annually for FES Medicare. An update is the amount
(usually expressed as a percentage change) by which the
base payment for all providers in a prospective payment
system is changed. To determine an update, we first assess
the adequacy of Medicare payments for efficient providers
in the current year (2010). Next, we assess how those
providers’ costs are likely to change in the year the update
will take effect (the policy year—2011). Finally, we

make a judgment on what, if any, update is needed. When
considering whether payments in the current year are
adequate, we generally account for policy changes (other
than the update) that are scheduled to take effect in the
policy year under current law. This year, we make update
recommendations in 10 FFS sectors: hospital inpatient,
hospital outpatient, physician, ambulatory surgical center,
outpatient dialysis, hospice, skilled nursing facility, home
health, inpatient rehabilitation facility, and long-term care
hospital. We discuss the analyses of payment adequacy for
the first six sectors in Chapter 2 and for the four post-acute
care sectors in Chapter 3.

Each year we look at all the indicators of payment
adequacy and reevaluate any prior year assumptions
using the most recent data available. The Commission’s
judgments about payment adequacy and expected

cost changes result in an update recommendation for
each payment system. In addition, in some cases the
update may incorporate an allowance for productivity.
Competitive markets demand continual improvements in
productivity from workers and firms. These workers and
firms pay the taxes used to finance Medicare. Medicare’s
payment systems should exert the same pressure on
providers of health services. The Commission begins

its deliberations with the expectation that Medicare
should benefit from productivity gains in the economy
at large (the 10-year average of productivity gains in

the general economy, currently 1.3 percent). This factor
links Medicare’s expectations for efficiency to the gains
achieved by the firms and workers who pay the taxes
that fund Medicare. But the Commission may alter that
expectation depending on the circumstances of a given set
of providers in a given year.

XIV Executive summary



Hospital inpatient and outpatient services

Medicare inpatient and outpatient FFS payments per
beneficiary grew by 3.7 percent from 2007 to 2008,
resulting in hospitals receiving approximately $139
billion for inpatient and outpatient services. In aggregate,
most indicators of payment adequacy are positive, but
profit margins on Medicare patients remain negative for
most of the 3,500 hospitals participating in the inpatient
prospective payment system in 2008.

* Beneficiaries are gaining access to a broader array
of services from a growing number of providers.
Capacity continues to grow with more hospitals
opening than closing for seven straight years.
Hospitals report growth in the range of services they
offer and in the number of health care workers they
employ. Service volume continues to grow in the
outpatient setting. Despite increasing competition
from independent diagnostic testing facilities and
ambulatory surgical centers, the volume of hospital
outpatient services per Medicare FFS beneficiary has
grown by more than 4 percent per year from 2003 to
2008. Part of the growth is due to a shift of services
from the inpatient to the outpatient setting. Despite
that shift, inpatient services per FES beneficiary
declined by an average of only 0.1 percent annually
over the same five-year period.

e Quality continues to improve on most measures.
Hospitals reduced 30-day mortality across all six
conditions we monitor, process of care measures are
improving, and patient satisfaction has improved.
However, readmission rates remain unchanged, and
indicators of patient safety show mixed results.

e Capital markets have been volatile over the past year.
Credit markets froze in late 2008, but by late 2009
interest rates paid by hospitals had fallen and the
monthly volume of bond offerings during 2009 has
been roughly similar to the level in 2007.

e Medicare inpatient payments per discharge rose by
4.5 percent in 2008 while hospitals’ costs grew 5.5
percent. Hospitals’ profit margins on overall Medicare
services (including inpatient, outpatient, skilled
nursing, inpatient rehabilitation, and home health)
declined from —6 percent in 2007 to —7.2 percent in
2008. Cost growth appears to have slowed in 2009 due
to financial pressure from the recession but may return
to trend in 2010.

A key question is whether Medicare payments are
adequate to cover the costs of efficient providers. We find
that Medicare payments on average do cover the costs of
relatively efficient hospitals; however, we also find that
most of these hospitals do not generate significant profits
from serving Medicare beneficiaries.

The Commission recommends an update equal to the
projected increase in the hospital market basket index
(currently projected to be 2.4 percent) for inpatient

and outpatient services, with this update implemented
concurrently with a quality improvement program that
would increase or decrease payments based on the quality
of care provided. A hospital’s quality performance would
determine whether its payments increase more or less than
the market basket increase.

To ensure that the aggregate level of hospital payments

is correct, the update recommendation is coupled with

a recommendation to correct for the effect of improved
documentation and coding on Medicare payments.

As expected, implementation of Medicare severity—
diagnosis related groups (MS—DRGs) in 2008 gave
hospitals a financial incentive to improve medical record
documentation and diagnosis coding to more fully account
for each patient’s severity of illness. Documentation and
coding improvements strengthen measurement of patient
severity, but they also increase reported case mix under
MS-DRGs without a real increase in patient severity or the
resources hospitals must use to furnish inpatient care. To
ensure that the transition to MS—DRGs is budget neutral,
an offsetting adjustment must be applied to the Medicare
base payment amounts to recover past overpayments and
prevent future overpayments. We recommend spreading
this budget-neutrality adjustment over several years.

Physician services

Physician services include office visits, surgical
procedures, and a broad range of other diagnostic and
therapeutic services furnished in all settings, not just
physician offices. In 2008, the traditional FFS Medicare
program spent about $61 billion on physician services,
accounting for 13 percent of total Medicare spending.

Most indicators of payment adequacy for physician
services are positive and stable, suggesting that most
beneficiaries can obtain physician care on a timely basis.

e Overall, beneficiary access to physician services is
generally good and in several measures better than that
reported by privately insured patients age 50 to 64.
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Most beneficiaries are able to get timely appointments.
Among the small share of beneficiaries looking for a
new physician, most could find one; however, finding
a primary care physician was more difficult than
finding a specialist. Racial and ethnic minorities were
more likely to experience access problems whether
covered by Medicare or private insurance.

* A 2008 survey conducted by the Center for Studying
Health System Change found that most physicians
(74 percent) accepted all or most new Medicare
patients in their practice. In our analysis of Medicare
claims, we find 95 percent of physicians and other
health professionals registered to bill Medicare had
participation agreements with Medicare requiring
them to accept Medicare’s fee schedule amount for all
Medicare patients.

* Service volume per beneficiary grew at a faster rate
in 2008 than in 2007. Overall volume (reflecting
both service units and intensity) grew 3.6 percent per
beneficiary. Most of the claims-based ambulatory
quality indicators that we examined for the elderly
improved slightly or were stable from 2006 to 2008.
Medicare’s payment for physician services in 2008
was about 80 percent of private insurer payments,
about the same levels it has been over the last decade.

In consideration of these factors, the Commission
recommends that Medicare’s payment for physician
services be increased by 1.0 percent in 2011. However,

the Commission is still concerned about the mispricing of
services in the physician fee schedule and the inequity of a
payment system that allows some physicians—often those
in procedural specialties—to generate volume and revenue
more readily than others. The Commission reiterates its
earlier recommendations to increase payments for selected
primary care services and plans future work on these
issues.

Ambulatory surgical centers

Ambulatory surgical centers (ASCs) furnish outpatient
surgical services to patients not requiring hospitalization
and for which an overnight stay is not expected after
surgery. In 2008, Medicare combined program and
beneficiary spending on ASC services was $3.1 billion, an
increase of 9.7 percent per FES beneficiary over 2007.

*  Access to ASC care has generally been adequate. The
number of Medicare-certified ASCs was about 5,200,

an increase of 3.7 percent over 2007, while volume
increased 10.5 percent.

e ASCs’ access to capital appears to be adequate as the
number of ASCs has continued to increase.

*  We do not have sufficient data to assess ASCs’ quality
of care because ASCs are not required to submit
quality data in any form.

Considering these indicators, the Commission
recommends a 0.6 percent increase to the payment rates
for ASC services in calendar year 2011 concurrent with
requiring ASCs to submit cost and quality data.

The projected change in providers’ input prices is an
important part of the Commission’s annual update process.
Due to concerns that the market basket index CMS uses
to update ASC payments (the consumer price index for
all urban consumers) may not reflect ASCs’ input prices,
we examined whether an alternative Medicare price index
would better measure changes in ASC costs. Our analysis
of ASC cost data from a 2004 survey indicates that ASCs
appear to have a much higher share of expenses related to
medical supplies and drugs than hospitals and physician
offices, a much lower share of labor costs than hospitals,
and a smaller share of all other costs than physician
offices. Given these marked differences, the Congress
should require ASCs to submit cost data to CMS, which
should decide whether to use an existing Medicare price
index as a proxy for ASC costs or to develop an ASC-
specific market basket.

Ovutpatient dialysis services

Outpatient dialysis services are used to treat individuals
with end-stage renal disease (ESRD). In 2008, about
330,000 beneficiaries were covered by Medicare and
received dialysis from nearly 5,000 ESRD facilities. In
that year, Medicare expenditures for outpatient dialysis
services, including separately billable drugs administered
during dialysis, were $8.6 billion.

Our payment adequacy indicators for outpatient dialysis
services are generally positive.

* Dialysis facilities appear to have the capacity to
meet beneficiaries’ demand. The growth in the
number of dialysis treatment stations has generally
kept pace with the growth in the number of dialysis
beneficiaries, and the number of ESRD facilities
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continues to increase. The few facility closures do not
appear to disproportionately affect African Americans
or beneficiaries dually eligible for Medicare and
Medicaid.

e Since 1996, the number of dialysis treatments
has kept pace with the growth in the number of
beneficiaries. Statutory and regulatory changes
that CMS implemented beginning in 2005 reversed
spending trends for dialysis drugs. Although dialysis
drug spending has decreased since 2004, our analysis
suggests that the volume of drugs increased but at a
slower rate than in previous years.

*  Dialysis quality has improved over time for some
measures, such as the use of the recommended type of
vascular access—the site on the patient’s body where
blood is removed and returned during dialysis. Other
measures suggest that improvements in quality are
still needed. In particular, the proportion of all dialysis
patients registered on the kidney transplant waiting list
remains low and rates of hospitalization and mortality
remain high.

e Information from investment analysts suggests that
access to capital for dialysis providers continues to be
adequate. The number of facilities, particularly for-
profit facilities, continues to increase.

In 2008, the Medicare margin for composite rate
services and dialysis drugs for freestanding facilities
was 3.2 percent. We project the Medicare margin for
freestanding dialysis facilities will be 2.5 percent in
2010. This projection does not take into account the 2
percent reduction in total spending that the Medicare
Improvements for Patients and Providers Act of 2008
mandated to begin in 2011 under the new dialysis
payment method because: (1) the regulatory provisions
to implement the new payment method are not finalized
and (2) providers’ response to the new payment method
is unknown. Including drugs and services that Medicare
now separately pays for may lead to improvements in the
efficiency of care.

Our analysis suggests that a moderate update of the
composite rate is in order. Therefore, the Commission
recommends updating the composite rate for calendar year
2011 by the projected rate of increase in the ESRD market
basket less the Commission’s adjustment for productivity
growth.

Hospice

The Medicare hospice benefit covers palliative and support
services for beneficiaries with a life expectancy of six
months or less who choose to enroll in the benefit. In
2008, more than 1 million Medicare beneficiaries received
hospice services from more than 3,300 providers and
Medicare expenditures exceeded $11 billion.

Overall, the indicators of payment adequacy for hospices
are generally positive:

*  Hospice use among Medicare decedents has grown
substantially in recent years, suggesting greater
awareness of and access to hospice services. Hospice
use increased across all demographic and beneficiary
characteristics examined. Despite this growth, use
remained lower among racial and ethnic minorities.
The supply of hospices grew substantially (47 percent)
from 2000 to 2008—almost all new hospices were
for-profit providers. Medicare spending on hospice
services nearly quadrupled between 2000 and 2008,
reflecting more beneficiaries enrolling in hospice and
longer lengths of stay.

*  We do not have sufficient evidence to assess quality, as
information on quality of care is very limited. Efforts
to provide a pathway for further development of
quality measures are ongoing.

*  Hospices are not as capital intensive as most other
provider types because they do not require extensive
physical infrastructure. Evidence suggests that
access to capital is favorable for large publicly traded
hospice companies, for-profit freestanding hospices,
and hospital-based and home-health-based hospices.
Access to capital for nonprofit freestanding hospices is
difficult to discern.

*  The aggregate Medicare margin was 5.9 percent in
2007. We project that the aggregate margin will be 4.6
percent in 2010. These margin estimates exclude the
costs of bereavement services (about 1.5 percent of
total costs), which are not reimbursable by Medicare.

The Commission concludes that hospice providers

can operate within the current payment system with

a moderate update. We therefore recommend that the
Congress update payment rates for hospice services by
the hospital market basket index, less the Commission’s
adjustment for productivity growth.
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Post-acute care providers: An overview of
issues

In Chapter 3 we discuss the Commission’s assessment of
the adequacy of Medicare’s payments in each post-acute
care sector (skilled nursing facility, home health, inpatient
rehabilitation facility, long-term care hospital). We first
note four common themes across the sectors:

*  Payments are not accurately calibrated to costs in each
sector.

* Services overlap among settings.
*  The post-acute care product is not well defined.
e Assessment instruments differ among settings.

Refining the prospective payment systems (PPSs) and

their case-mix systems will not resolve issues of whether
patients go to the lowest cost, appropriate post-acute setting
or whether they need post-acute care at all. Some patients
might recover and recuperate at home using outpatient
services or might do better by staying a few more days

in the acute care hospital. Medicare would also want to
make sure that beneficiaries receive the most clinically
appropriate and effective care, regardless of the setting.

To this end, the Commission is looking beyond payment
adequacy to think more broadly about how to match
patients who use post-acute care with the set of services
that can provide the best outcomes at the lowest cost.
Building on past Commission work, in Chapter 3 we
discuss two possible next steps. First, CMS could
implement readmission policies for all post-acute care
settings so that providers’ incentives are aligned and
they share the responsibility for avoiding unnecessary
rehospitalizations. Second, CMS could establish a

pilot to test the concept of bundling payments around a
hospitalization for select conditions and include post-
acute care in those bundles. Bundling payments represents
a bigger step toward aligning financial incentives and
provider responsibility for patient outcomes across
settings.

Skilled nursing facility services

Skilled nursing facilities (SNFs) furnish short-term skilled
nursing and rehabilitation services to beneficiaries after

a stay in an acute care hospital. Most SNFs are part

of nursing homes that furnish long-term care, which
Medicare does not cover. In 2008, about 15,000 SNFs
furnished covered care to 1.6 million beneficiaries. In
2009, Medicare spending on SNF care was $25.5 billion.

Most indicators of payment adequacy for SNFs are
positive.

e Access to SNF services remains good for most
beneficiaries but certain subgroups of beneficiaries—
those with medically complex care needs and
members of racial minorities—warrant further
analysis. Days and admissions on a per FFS
beneficiary basis increased slightly between 2007
and 2008, suggesting that access was maintained, but,
since 2003, the share of SNFs admitting medically
complex patients decreased.

*  SNF quality of care shows mixed results since
2000. Between 2006 and 2007, the risk-adjusted
rates of community discharge increased to reach the
highest level since 2000, while potentially avoidable
rehospitalizations have steadily risen, although the
most recent increase was minimal.

*  Because most SNFs are part of a larger nursing home,
we examine nursing homes’ access to capital. Access
to capital improved over the last year but the lending
terms are stricter and owners and operators are more
carefully screened than in the past. Uncertainties in
lending do not center on the adequacy of Medicare
payments: From all accounts, Medicare remains a
sought-after payer.

* Increases in payments between 2007 and 2008
outpaced increases in provider costs, reflecting
the continued concentration of days in the highest
payment case-mix groups. In 2008, the average
Medicare margin for freestanding SNFs was 16.5
percent. We project a Medicare margin for 2010 of
10.3 percent. Financial performance continued to
differ substantially across the industry—a function
of distortions in the PPS and cost differences of
providers. Compared with SNFs with relatively low
margins, SNFs with the highest margins had higher
shares of days in intensive rehabilitation case-mix
groups and lower shares of days in the medically
complex groups. Our previously recommended
changes to the PPS design would, if implemented,
narrow the differences in financial performance across
the industry.

In light of these findings, the Commission recommends
a zero update for 2011 and reiterates its prior
recommendations on SNF PPS design and pay for
performance.
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Home health services

Home health agencies provide services to beneficiaries
who are homebound and need skilled care (nursing or
therapy). In 2008, about 3.2 million beneficiaries received
home health services from about 10,000 home health
agencies under the Medicare benefit. Medicare spent $16
billion on home health services in 2008.

The indicators of payment adequacy for home health are
mostly positive:

*  Access to home health is widespread, with 99 percent
of beneficiaries living in a ZIP code where a Medicare
home health agency operates. The number of agencies
continues to increase, with about 500 new agencies
in 2009. Most new agencies since 2002 are in Texas,
Florida, and Michigan. There are concerns that growth
in certain areas, including Miami—Dade County,
Florida, is related to increased fraud and abuse activity
by some providers. The volume of services continues
to rise. More beneficiaries are receiving home care,
and the number of episodes per beneficiary continues
to rise.

e The Home Health Compare measures for 2009
are similar to those for previous years, showing
improvement in the functional measures and mostly
unchanged rates of adverse events. However, the
Commission has concerns about the current measures
and believes further study is needed before it can draw
definitive conclusions about quality.

*  Home health agencies are smaller and do not have
the capital-intensive needs found in most other health
care sectors. According to capital market analysts,
the major publicly traded for-profit home health
companies have access to capital markets for their
credit needs. For smaller agencies, the significant
number of new agencies in 2009 suggests that they
have access to capital necessary for start-up.

e Payments have consistently and substantially exceeded
costs in the home health PPS. Medicare margins in
2008 were 17.4 percent. For 2010, the Commission
projects margins of 13.7 percent.

Taking into consideration the generally positive indicators

of payment adequacy, the Commission has concluded that

home health payments need to be significantly reduced. To
start with, the Commission recommends a zero update for

2011 and that the Congress direct the Secretary to rebase

rates for home health care services to reflect the average
cost of providing care.

In addition, efforts need to be made to strengthen quality
measurement and program integrity. The Commission
recommends that the Congress should direct the Secretary
to expeditiously modify the home health payment system
to protect beneficiaries from stinting or lower quality care
in response to rebasing. The approaches should include
risk corridors and blended payments that mix prospective
payment with elements of cost-based reimbursement.

The Secretary should also identify categories of patients
who are likely to receive the greatest clinical benefit from
home health and develop outcomes measures that evaluate
the quality of care for each category of patient. Finally,
the Congress should direct the Secretary to review home
health agencies that exhibit unusual patterns of claims

for payment and provide the Secretary with the authority
to implement safeguards—such as a moratorium on new
providers, prior authorization, or suspension of prompt
payment requirements—in areas that appear to be high
risk.

Inpatient rehabilitation facility services

More than 330,000 Medicare FFS beneficiaries received
care in inpatient rehabilitation facilities (IRFs) in 2008.
Between 2007 and 2008, Medicare FFS expenditures for
IRF services declined from $5.95 billion to $5.84 billion,
largely due to declines in FFS enrollment and a small
decline in IRF utilization. FFS spending on IRF services
is projected to decrease slightly in 2009 and increase
from 2010 onward as Medicare FFS enrollment growth
accelerates.

Our indicators of Medicare payment adequacy for IRFs
are generally positive.

e Our measures of beneficiary access to care suggest
that beneficiaries have sufficient access to IRF
services. After declining slightly in 2006 and 2007,
the supply of IRFs was unchanged in 2008. The IRF
occupancy rate was 62 percent in 2008. The stability
in provider supply and low occupancy rate suggest
that capacity remains adequate to meet demand. In
2008, the proportion of Medicare FFS beneficiaries
admitted to IRFs decreased slightly by 0.6 percent.
Our assessment of hospital discharge patterns to
post-acute care suggests that beneficiaries who
were not admitted to IRFs as a result of the 2004
CMS compliance threshold were able to obtain
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rehabilitation care in other settings, such as SNFs and
home health.

e From 2004 to 2009, IRF patients’ functional
improvement between admission and discharge
has increased, suggesting improvements in quality.
However, changes over time in patient mix make it
difficult to draw definitive conclusions about quality
trends.

*  Credit markets have begun to ease relative to the credit

crisis of 2008 and are operating in a more normal
manner. Both hospital-based units, through their

parent institutions, and chains of freestanding facilities

exhibit continued access to capital. We are not able
to determine the ability of independent freestanding
facilities to raise capital.

e Growth in cost per case has slowed since 2007 but
continues to grow faster than payments. Nevertheless,
the IRF aggregate Medicare margin for 2008 was
9.5 percent. We project that this figure will fall to
5.0 percent in 2010. To the extent that IRFs restrain
their cost growth in response to fiscal pressure, the
projected 2010 margin could be higher than we have
estimated.

On the basis of our analyses, the Commission concludes
that IRFs will be able to accommodate cost changes

in fiscal year 2011 at current payment levels and
recommends a zero update. We will closely monitor
payment update indicators to reassess our update
recommendation for the next fiscal year.

Long-term care hospital services

Long-term care hospitals (LTCHs) furnish care to patients
with clinically complex problems—such as multiple acute
or chronic conditions—who need hospital-level care

for relatively extended periods. To qualify as an LTCH
for Medicare payment, a facility must meet Medicare’s
conditions of participation for acute care hospitals and
have an average length of stay greater than 25 days for its
Medicare patients. Medicare is the predominant payer for
LTCH services, accounting for about two-thirds of LTCH
discharges. In 2008, Medicare spent $4.6 billion on care
furnished in the just under 400 LTCHs nationwide. About
115,000 beneficiaries had almost 131,000 LTCH stays.

Our payment adequacy indicators for LTCHs suggest that

they are able to operate within the current payment system.

*  The Medicare, Medicaid, and SCHIP Extension Act
imposed a three-year limited moratorium on new
LTCHs and new beds in existing LTCHs. Controlling
for change in the number of FFS beneficiaries, we
found that the number of LTCH cases rose 3.6 percent
between 2007 and 2008, suggesting that access to care
was maintained during that period.

e LTCHs do not submit quality data to CMS. Existing
measures of quality are not reliable for LTCHs, and
new ones need to be developed. Analyzing unadjusted
aggregate trends in in-facility mortality, mortality
within 30 days of discharge, and readmission to
acute care, we find that, across all diagnoses, rates
of death and readmission have remained stable and
readmission rates have been stable or declining for
the most frequently occurring LTCH diagnoses. The
Commission is planning to explore the feasibility of
developing meaningful quality measures for LTCHs
and the data needed for measurement.

* Relatively little equity has been raised by LTCH
chains in recent months. This situation is likely due, at
least in part, to the moratorium on new LTCHs, which
has reduced opportunities for expansion and therefore
reduced the need for capital.

*  Between 2007 and 2008, spending per FFS
beneficiary climbed 4.7 percent. Over the same
period, costs per case grew 2.1 percent. The 2008
Medicare margin for LTCHs was 3.4 percent. We
estimate LTCHs’ aggregate Medicare margin will be
5.8 percent in 2010.

Taking into account these findings, the Commission
recommends a zero update to payment rates for LTCH
services for rate year 2011.

The Medicare Advantage program

The Medicare Advantage (MA) program allows
Medicare beneficiaries to receive benefits from private
plans rather than from the traditional FFS program. The
Commission supports private plans in the Medicare
program; beneficiaries should be able to choose between
the traditional FFS Medicare program and the alternative
delivery systems that private plans can provide. Private
plans have greater potential to innovate and to use care
management techniques and, if paid appropriately, would
have more incentive to do so.
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The Commission also supports financial neutrality
between FFS and the MA program. Financial neutrality
means that the Medicare program should not pay MA
plans more than it would have paid for the same set of
services under FFS. Currently, Medicare spends more
under the MA program than under FFS for similar
beneficiaries. This higher spending results in increased
government outlays and higher beneficiary Part B
premiums (including higher premiums for beneficiaries
in FFS) at a time when both the Medicare program and its
beneficiaries are under increasing financial stress.

In Chapter 4 we report that most indicators of program
performance—enrollment, plan availability, and quality
of care—are generally positive or stable, but another
measure—costliness—precludes MA from achieving

its goal to be efficient relative to FFS. MA enrollment
continued to grow through 2009. Compared with 2008,
when 22 percent of beneficiaries were enrolled in MA
plans, as of November 2009, 24 percent of Medicare
beneficiaries—10.9 million—were enrolled in nearly
4,890 MA plans. Payments to MA plans increased from
$93 billion in 2008 to $110 billion in 2009. This amount
represents 26 percent of all Medicare expenditures in
2009. In 2009, Medicare spent roughly $14 billion dollars
more for the beneficiaries enrolled in MA plans than it
would have spent if they had stayed in FFS Medicare. To
support the extra spending, Part B premiums were higher
for all Medicare beneficiaries (including those in FES).
CMS estimated that the Part B premium was $3.35 per
month higher in 2009 than it would have been if spending
for MA enrollees had been the same as in FFS.

In 2010, an MA plan of some type is available to all
Medicare beneficiaries and a coordinated care plan is
available to almost all. Eighty-five percent of beneficiaries
have access to an MA plan that includes Part D drug
coverage and has no premium (beyond the Medicare Part
B premium), and access to MA special needs plans is
greater than in 2009. On average, beneficiaries can choose
from 21 different plans in their county of residence. MA
payments will continue to exceed Medicare FES spending
for similar beneficiaries in 2010, although by less than

in 2009. MA plans will continue to provide enhanced
benefits but at a high cost to the Medicare program.

Status report on Part D

Part D of Medicare provides an outpatient prescription
drug benefit through the use of competing private plans.

In Chapter 5 we examine several indicators of beneficiary
access and program spending.

In early 2009, about 90 percent of the 45 million Medicare
beneficiaries had Part D drug coverage or its equivalent—
about 59 percent were enrolled in Part D plans and

31 percent had other sources of creditable coverage.
About 10 percent had no drug coverage or coverage less
generous than Part D. Among those in Part D plans, nearly
10 million low-income individuals (21 percent of all
Medicare beneficiaries) received extra help with premiums
and cost sharing through the low-income subsidy (LIS).
Roughly two-thirds of Part D enrollees are in stand-alone
prescription drug plans (PDPs); the rest are in MA—
Prescription Drug plans (MA—PDs).

e Sponsors are offering about 7 percent fewer PDPs in
2010 than in 2009, but beneficiaries will continue to
have from 41 to 55 PDP options to choose among,
along with many MA-PDs. For 2010, sponsors are
tightening benefit designs for PDPs with respect to
deductibles and gap coverage while keeping largely
the same structure for MA—PDs.

e Part D enrollees in 2010 are paying, on average,
$30.52 per month, up less than $2.00 (6 percent) from
2009. In 2010, the average PDP enrollee pays $37.67
per month, and the average MA enrollee pays $13.99
per month.

CMS sets a maximum amount in each region that
Medicare will pay for extra help with premiums through
the LIS. If a plan’s premium is below that threshold,

LIS enrollees pay no premium. In 2010, about the same
number of such PDPs met this criterion as in 2009 (307),
and each region has at least four such PDPs. CMS needed
to reassign an estimated 1.06 million LIS enrollees to
plans offered by a different sponsor because their previous
plan’s premium did not fall below the 2010 threshold.

The Medicare trustees estimate Part D spending was $53
billion in 2009, $4 billion more than in 2008. Part D’s
LIS became the largest component of Part D spending in
2008 and continues to be in 2009. The fastest growing
component of Part D is Medicare’s reinsurance payments
for the highest spending enrollees, due in part to the
difficulty of negotiating rebates for high-cost drugs and
biologics that have few competing therapies.

CMS publishes 19 performance metrics aggregated into
a 5-star rating system through the Medicare Prescription
Drug Plan Finder at www.medicare.gov. Currently, two
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metrics address patient safety, while the rest focus on
customer service and enrollee satisfaction. For 2010,
CMS has set more requirements addressing how sponsors
operate, monitor, and report on their plans’ medication
therapy management programs.

Report on comparing quality among
Medicare Advantage plans and
between Medicare Advantage and
fee-for-service Medicare

In recent years, the Commission has made a number

of recommendations on quality reporting and quality-
related payment adjustments in both the MA and
traditional Medicare FFS programs. In response to a
congressional mandate, in Chapter 6 we make additional
recommendations on quality measurement and reporting
in Medicare. Specifically, Section 168 of the Medicare
Improvements for Patients and Providers Act of 2008
(MIPPA) requires the Commission to submit a report

to the Congress by March 31, 2010, about measures for
comparing quality and patient experience in the MA and
FFS programs, with the goal of collecting and reporting
such measures by the year 2011. MIPPA requires that the
report:

* address methods for comparing quality among MA
plans as well as between the MA and FFS programs,

e address issues in public reporting and benchmarking,
and

* include recommendations for legislative or
administrative changes as the Commission finds
appropriate.

Any changes the Commission recommends in March 2010
would have to be implemented immediately for collection
and reporting of measures in 2011. CMS, health plans,
and other entities need as much lead time as possible to
implement changes and to be prepared for data collection
and reporting in that one-year time frame. Thus, we

have taken an incremental approach, building on current
measurement systems and data sources to improve quality
comparisons in the short term—by 2011. For the longer
term—that is, by 2013 and beyond—we recommend
ways to expand current reporting to encompass Medicare
FFS and to fill in gaps in the current measurement sets,
including the use of outcome measures to compare MA
and FFS in local geographic areas. We also recommend
leveraging the capabilities and increased use of health
information technology, which will be supported by
Medicare payment incentives beginning in 2011, to
facilitate improvements in quality measurement.

On the basis of our findings, the Commission makes
recommendations that address the use of electronic
health records, the geographic unit of analysis for
quality comparisons, uniformity in quality data reporting
requirements, comprehensiveness of quality measures,
and the issue of whether there are sufficient dedicated
resources for CMS. Although the resources required

to implement these recommendations are likely to be
substantial, we believe it is important to beneficiaries,
providers, and policymakers that comparisons on quality
be as accurate and reliable as possible. The unintended
consequences of incomplete or flawed comparisons would
be detrimental to the goal of improving quality across
Medicare. B
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Chapter summary In this chapter

The Medicare program and other United States health care payers are on an +  Trends in growth in United

States health care spending
care costs have risen faster than the economy has grown for both the public =~

unsustainable financial path. For most of the post-World War II period, health

and private sectors (2000 Technical Review Panel on the Medicare Trustees  Consequences of rapid

Report 2000). Medicare’s share of the nation’s gross domestic product (GDP) gr OW'th in spending for

rose from slightly less than 1 percent in 1975 to about 3 percent in 2009. Medicare and health care
system

Health care’s total share of the economy increased from 7 percent in 1970to -~
an estimated 17 percent in 2009 (Centers for Medicare & Medicaid Services
2009). This high rate of growth is projected to continue, absent meaningful

financing and delivery reforms.

A number of factors are responsible for the sustained high rates of growth
in health care costs for public and private programs. Advances in medical
technology, national wealth, and the consumption-increasing effects of
insurance are cited as major contributors to historic and projected growth
(Congressional Budget Office 2007). Other factors include changes in
demographics and disease burden, rising personal incomes, and increases in

prices charged by providers.

Rising spending places an increased burden on those who fund health care
programs. As most individuals under age 65 receive health care through an

employer, higher premiums for health care benefits have resulted in employee
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benefit costs eclipsing wage increases (Claxton et al. 2007). In effect, workers are
receiving smaller increases in cash salaries in exchange for increases in noncash
insurance benefits. For Medicare beneficiaries, rising spending means that a
growing share of their income must be used to pay Medicare premiums and cost
sharing. Finally, for taxpayers the rising cost of Medicare and other federal health
programs will require higher taxes and reduce the resources available for other

federal priorities.

Studies show that much of the increase in health care spending is not explained

by improvements in health status, clinical outcomes, or quality of life; studies also
indicate that recommended clinical services are not always provided (Baicker and
Chandra 2004, Fisher et al. 2003a, McGlynn et al. 2003). These findings, combined
with the projected increases in health spending, represent the core challenges

for policymakers: how to increase quality, improve the efficiency of the delivery

system, and find the resources to finance care.

Many of the barriers that prevent Medicare from improving quality and controlling
costs stem from the incentives in Medicare’s payment systems, which are primarily
fee-for-service (FFS) and provide incentives that reward more services instead of
better quality. Furthermore, Medicare’s payment rates for individual products and
services are not always accurate, leading to overpayments that do not encourage
efficiency and may cause providers to prefer delivering overpriced services relative
to others. Payments are based on the type and volume of services provided, and
providers are not accountable for the quality of care they provide. Also, within the
piecemeal FFS payment system there is no incentive for providers to coordinate
care. Each provider may treat one aspect of a patient’s care with little regard to
what other providers are doing, which can result in duplicate efforts or gaps in care.
Finally, Medicare providers and beneficiaries do not have the information they need

to improve quality and use resources efficiently.

To begin to address these problems, the Commission has recommended a number of
changes, such as rewarding providers for improving quality and holding providers
accountable for the quality of care beneficiaries receive and the resources expended
to provide it. Current payment systems do not encourage the coordination of

care or efficient use of resources in an episode. To address this problem, the
Commission is assessing approaches that revise the splintered single-setting ““silos”
that are the unit of payment for most FFS payment systems. These changes, with
other changes to the delivery system that the Commission has recommended, aim to
improve the quality of care and health outcomes by creating incentives for providers

to work together. B
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Trustees project Medicare spending to increase as a share of GDP
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Source: 2009 annual report of the Boards of Trustees of the Medicare trust funds.

Medicare fills an important role by ensuring that the
elderly and disabled have access to medically necessary
care and that they have some financial protection against
health costs. Medicare is credited with doubling the share
of seniors who have health insurance and reducing the
out-of-pocket burden beneficiaries would otherwise face
(Moon 2000). A consensus exists among Americans that
these beneficial aspects of the Medicare program must
be preserved. At the same time, however, Medicare
costs have grown substantially over the last decade and
will continue to grow in the future, placing an increasing
burden on taxpayers and beneficiaries (Figure 1-1).

Medicare and the United States health care
system

In 2008, Medicare spending was estimated to be $468
billion (Boards of Trustees 2009). The program is just one
part of an expansive and growing United States health
care system that includes a broad array of private and
public purchasers, insurers, providers, manufacturers, and
suppliers (see text box on public and private financing of
care, p. 22). In 2007, combined expenditures on health
care services in the United States totaled nearly $2.2
trillion, or 16 percent of our economy (Hartman et al.
2009) (Table 1-1, p. 6, and Figure 1-2, p. 10).

Medicare and most other health care payers share a
common set of providers to deliver services to their
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Spotlight issue: Effects of payment levels on hospitals’ costs

ince Medicare is not the only program most

providers serve, the adequacy of payments

from other payers can influence provider costs
and financial performance. Intrinsic to this concept
is the notion that providers’ costs are partially within
providers’ control and subject to change given the
proper incentives. Medicare attempts to encourage
providers to control costs through its payment
mechanisms, but revenue from other payers can
influence how providers manage costs.

Some hospitals and private payers have argued that
hospitals must charge private insurers high rates to
compensate for what they perceive as inadequate
reimbursements from their public payers—Medicare
and Medicaid. They assert that low Medicare rates
force hospitals to shift a portion of the costs of
providing care to Medicare patients onto private payers.
However, this theory makes several assumptions about
hospital costs that are inconsistent with the economic
incentives of providers and payers and does not

take into account relationships between payers and
providers that vary among health care markets. In
some markets—especially those that have experienced
significant provider consolidation and integration—
providers may have sufficient market power to
negotiate high rates from payers. In other markets,
however, payers may be more dominant and generally
define the payment rates that providers are obligated to
take. Further, the Commission’s analysis of variability
in hospitals’ costs as a function of payer mix and
payment rates suggests that an alternative explanation
for cost variation may be more appropriate.

With respect to the assertion that providers charge
private payers higher prices because of lower Medicare
payments, it is not clear why providers and payers
seeking to maximize financial performance would
consider the level of Medicare payment in their
negotiations. Typically, reimbursement rates would
reflect each party’s market power. If a hospital
seeking to maximize profit or revenue had sufficient

(continued next page)

Public and private sources of
funds for health care, 2007
Spending
Category (billions) Percent
Private funds: $1,206 54%
Consumer out-of-pocket 269 12
Private health insurance 775 35
Other private funds 162 7
Public funds: 1,035 46
Medicare 431 19
Other federal programs 137 6
Medicaid 329 15
Other state and local programs 138 6
Total 2,241 100

Source: Centers for Medicare & Medicaid Services, Department of Health and
Human Services 2009. National health accounts. http://www.cms.hhs.
gov/NationalHealthExpendData/02_NationalHealthAccountsHistorical.
asp#TopOfPage.

beneficiaries. Linked in this way, the policies of one payer
can affect others (see text box). But our delivery system
is not a true system, under which payers and providers act
in concert to ensure that high-quality care is efficiently
delivered. Rather, providers usually act independently

of one another, concerned with the patient only as long

as he or she is in their care. Similarly, payers may act
independently of each other, with payers adopting the
policies of others when it is in their interest to do so,

but often working implicitly or even explicitly at cross
purposes (as exhibited in the tension between Medicare
and Medicaid in paying for care provided to beneficiaries
eligible for both programs).

Over the last several years, the Commission has expressed
serious concerns about persistent gaps in care coordination
for beneficiaries enrolled in traditional fee-for-service
(FFS) Medicare (Medicare Payment Advisory Commission
2004, Medicare Payment Advisory Commission 2006,
Medicare Payment Advisory Commission 2007). Providers
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Spotlight issue: Effects of payment levels on hospitals’ costs (cont.)

market power to do so, the hospital would seek the
highest price it could achieve, regardless of the level

of Medicare payment. Conversely, the rate a private
payer is willing to set should reflect its market power
and its ability to pay, and it should seek the lowest rate
possible to minimize its cost. If providers can negotiate
higher prices with non-Medicare payers, it is because
of their market power and not the level of Medicare
payment.

It should not be surprising that private-payer payment
rates are higher than Medicare’s rates in many markets,
as there is evidence that the consolidation in the supply
of hospitals in many markets has given them significant
market power over private payers. This leverage means
that, unlike a competitive market, hospitals will be able
to demand payments in excess of an efficient provider’s
costs. The leverage to secure higher rates from non-
Medicare payers may result in less fiscal pressure to
control costs.

The idea that hospitals must shift some of Medicare
patients’ costs to private payers also assumes that
hospitals’ costs are static, and Medicare payments

are too low to cover them. The Commission found
significant variation among hospitals in cost per
discharge, even when controlling for differences

such as patient severity, wages, and prices (Medicare
Payment Advisory Commission 2009c¢). This variation
for equivalent patients suggests that costs for some

hospitals may not reflect an optimum level of
efficiency, and some hospitals are better at controlling
costs than others. For those with significant losses on
Medicare, these losses may be a result of their relatively
high costs.

In our March 2009 report, the Commission conducted
an empirical analysis to identify the factors affecting
hospital financial performance under Medicare and
private payers. Contrary to the theory professed by
some hospital advocates, we did not find that hospitals
must shift costs to private payers to compensate for
inadequate Medicare payments. Rather, we found that
hospitals’ profitability under Medicare is a function of
their costs and that their costs varied as a function of
the level of their non-Medicare payments (see Chapter
2A). Specifically, hospitals under high financial
pressure (that is, hospitals with low non-Medicare profit
margins) tended to control their costs, and thus have
better financial performance under Medicare, whereas
those under low financial pressure (those with relatively
high non-Medicare profit margins) had higher costs and
lower or negative Medicare margins. As revenue rises
from non-Medicare payers, the financial pressure the
hospital is under declines, costs increase, and Medicare
margins fall, putting pressure on policymakers to
increase Medicare rates. Rather than reflecting
inadequate Medicare payments, these losses may reflect
inadequate cost control. H

may provide quality care to uphold professional standards
and to have satisfied patients, but Medicare does not hold
them accountable for the quality of care they provide.
Moreover, providers are not accountable for the full
spectrum of care a beneficiary may use, even when they
make the referrals that dictate resource use. For example,
physicians ordering tests or hospital discharge planners
recommending post-acute care do not have to consider the
quality of outcomes or the financial implications of the
care that other providers may furnish. This fragmentation
of care puts quality of care and efficiency at risk.

A case also exists for coordination among payers in
addressing common reform challenges. For example,
coordination of Medicare and Medicaid in the care of
dual-eligible beneficiaries would reduce the incentives for
one payer to push costs onto the other (e.g., through state
strategies to maximize Medicare reimbursements for dual
eligibles). Payers control the incentives faced by providers
and beneficiaries, and achieving the full potential of

some reforms may require cooperation among payers

(see text box, pp. 8-9). Given that payers are responsible
for different populations, not all of payers’ interests

may overlap. However, when common interests can be
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Spotlight issue: Need for greater coordination among payers

hough each sector can affect the other,
TMedicare and other payers have not developed

mechanisms for coordinating efforts to improve
the health care system. In some areas, it may be
possible to achieve better results if Medicare and other
large purchasers of care cooperate in the development
of reforms. Cooperation could include payers sharing
data on health care service use and clinical outcomes.
This type of analysis could be used to identify effective
and ineffective treatments, and pooling data from
multiple payers would provide a larger sample and
permit more rigorous analysis.

Coordination may also be necessary to ensure that
delivery system reforms are coherent and effective.

For example, uncoordinated pay-for-performance
reforms from multiple payers could result in conflicting
incentives, with providers disregarding them. Many
payers’ shares of individual provider revenues are

too small for them to significantly influence provider
behavior. For example, Medicare accounted for only
20 percent of expenditures for physician services,

while private insurers accounted for 50 percent divided
among numerous separate insurers.

Accountable care organizations (ACOs) are one
example of a policy that may benefit from coordination
with private payers (Medicare Payment Advisory
Commission 2009a). ACOs are organizations of
providers that agree to be at risk for the cost and
quality of care they provide to their patients, with

their payments adjusted through a system of bonuses
and penalties that are applied depending on whether
the ACO achieved or failed to meet specified
performance. If Medicare established ACOs, but
private payers continued to pay based on fee-for-
service, the incentives for ACOs to lower costs by
restraining the volume of services would be diminished.
Conversely, incentives for providers in the ACO could
be strengthened if private payers joined Medicare in
paying based on ACO performance. By coordinating
incentives, payers can ensure consistency in the care
expected of providers and reap the financial leverage of
involving multiple payers.

(continued next page)

identified, joint efforts at reform by payers may have more
impact than separate uncoordinated efforts.

Comparing spending levels in the United
States and other countries

Health care spending in the United States is far higher
than in other countries—about $7,290 per person in 2007,
or more than twice the median of member countries

of the Organisation for Economic Co-operation and
Development (OECD) (Organisation for Economic Co-
operation and Development 2009).! The United States
spends significantly more than other high-spending OECD
countries, with the next highest spending nation spending
35 percent less per capita.

Various studies seek to explain higher United States
spending relative to other nations. Some have suggested
that the rates of diagnosis and treatment for many common

conditions are much higher in the United States (Thorpe
et al. 2007), while others contend that lower prices in
other countries are a major reason for higher United States
spending (Anderson et al. 2003). Still another study found
that the United States has higher spending even after
adjusting for differences in wealth and disease prevalence
(McKinsey Global Institute 2007).

Comparisons of quality of care and spending have
generally found that the United States does not achieve
better outcomes than other industrialized nations, even
though it spends more (Organisation for Economic Co-
operation and Development 2004, Schoen et al. 2008).

For example, surveys that have compared quality of
patient care in the United States and six other countries
found that patient satisfaction and access to care varied,
and no country clearly outperformed the others (Schoen et
al. 2007). Among clinical conditions, the results are mixed
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Spotlight issue: Need for greater coordination among payers (cont.)

Another advantage of coordination would be to
minimize the burden of reforms on providers. Common
approaches to defining conditions and quality measures
would reduce the cost and administrative complexity of
collecting performance information. The Commission
has suggested that Medicare establish a formal process
composed of private and public sector participants to
streamline, update, and improve measures sets. This
process should help decrease the burden of quality
reporting by coordinating Medicare’s efforts with other
payers seeking similar information (Medicare Payment
Advisory Commission 2005b).

Identifying areas of mutual concern is critical to
realizing coordinated approaches among payers.
Because payers finance care for different populations
payers’ needs are not always the same. For example,
Medicare serves mostly elderly patients, and quality
measures that are most relevant for this population
may not be the best for the populations served by
other payers. Payers may differ on how to use some
incentives and reforms. The use of pooled data to
study clinical outcomes could be undermined if

payers reach different conclusions because of different
analytic methodologies.

There are several potential areas for Medicare to
attempt coordinated efforts at reform with private
payers. Medicare frequently conducts demonstrations
to test new approaches to paying for health care
services; in the future the private payers could join in
these efforts to provide greater leverage to Medicare’s
efforts. Another area of potential integration includes
beneficiaries who are dually eligible for Medicare and
Medicaid (Medicare Payment Advisory Commission
2008a). Financing care for these beneficiaries is split
between state and federal governments, and delivering
care more efficiently for this population could

benefit the treasury of both groups. The Commission
recommended that special needs plans (SNPs) in
Medicare Advantage that enroll only dual eligibles be
used as a means to integrate financing and care for this
population. This integration could take several forms
and would not necessarily require that the SNP accept
capitated rates from Medicaid. B

as well. For example, the survival rates for many types Trends in growth in United States health
of cancers are higher in the United States than in Europe, care spending

while the rate of mortality for conditions considered oo .
amenable to prevention through effective care is higher in Since the end of World War II, health care spending has
the United States (Docteur and Berenson 2009). Given exceeded per capita growth in the nation’s economy

that countries vary significantly in the design of their by more than 2 percentage points (2000 Technical

health care systems and patient needs, it should not be Review Panel on the Medicare Trustees Report 2000).
surprising that quality comparisons are sensitive to the As for Medicare in particular, the Congressional Budget
measures compared. However, it is striking that the Office (CBO) found that, between 1975 and 2007,

United States underperforms on many quality measures program expenditures per capita had exceeded gross

relative to nations that spend less (Schoen et al. 2008). domestic product (GDP) growth by 2.3 percent per year
The comparison of the United States with other countries (Congressional Budget Office 2009). The consequence
suggests that, even when the strengths of the United States of this excess growth is that health care spending has
health care system are considered, a significant portion consumed a growing share of the nation’s income, and
of the nation’s health expenditures does not contribute to the CMS projects that, from 2007 to 2018, health care
better care. spending will increase from 16 percent to 20.3 percent of
GDP (Centers for Medicare & Medicaid Services 2009).
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Health care spending has grown more rapidly than GDP

Health spending as a percent of GDP

Total health spending

Actual

Projected

N

All private spending

\ All public
spending

\ Medicare
spending

1966 19085

1995 2015

Note:

Source: CMS, Office of the Actuary, National Health Expenditure Accounts, 2009.

GDP (gross domestic product). Total health spending is the sum of all private and public spending. Medicare spending is one component of all public spending.

Rapid growth in health care spending
among all payers

While private and public programs differ in their coverage
and financing, over the long term their rates of per

capita growth have been similar (Pauly 2003) (Figure
1-3). Some analysts believe that, since the mid-1980s,
Medicare, with its larger purchasing power, has had
greater success than private payers at containing cost
growth (Boccuti and Moon 2003). Others maintain that
benefits offered by private insurers have expanded as cost-
sharing requirements declined over the entire period and
enrollment in managed care plans grew during the 1990s.
The comparison is problematic, because Medicare’s
benefits changed little over the same period (Antos and
King 2003). However, as Figure 1-3 indicates, both sectors
have experienced substantial rates of growth per enrollee.

Muiltiple factors account for growth in health
care spending

Many factors account for the rise in health care spending,
including the rapid development and diffusion of new
technology, changing demographics, the nation’s income,
the impact of health insurance, and rising prices. The
nation’s health status and health industry consolidation
are additional, though smaller, factors that also contribute
to increased spending. The ranges of estimates presented
in this section reflect the variations in scope, method, and
objective of different studies; they should be considered
approximations and not precise estimates.

Technology

Most analysts attribute the majority of long-term growth
in per capita spending to technology, and its use grows
unabated for several reasons (2000 Technical Review
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Changes in spending per enrollee for Medicare and private health insurance

25
—— Medicare
- \ —=- PHI
)
[]
v
[1]
Q.
£ 15
o \
m \
c ‘\
o} \
= \ p
o — |
[] “\\ i
2 10
J
c
o
S
(1]
o
5_
O T T T T | T T T T | T T T T | T T T | T T T T | T T T T | T T T T | T
1970 1975 1980 1985 1990 1995 2000 2005

Note:  PHI (private health insurance). Chart compares services covered by Medicare and PHI, including hospital services, physician and clinical services, and durable

medical products.

Source: CMS, Office of the Actuary, National Health Statistics Group, 2009.

Panel on the Medicare Trustees Report 2000, Chernew et
al. 1998, Congressional Budget Office 2008b, Fuchs 2005,
Newhouse 1992). First, many technologies—procedures,
drugs, and devices—reduce the invasiveness, serious

side effects, discomfort, or recovery time associated with
the therapies they replace, making technology-based
treatments highly attractive to patients. Second, although
evidence may not exist to help providers decide how newer
therapies compare with older or less expensive ones, many
providers do not wait for evidence to become available
before utilizing a new technology (Redburn and Walsh
2008). Third, when providers recommend newer therapies
that are covered by Medicare or other insurance, patients
do not face the full cost of their care and may not be
concerned about the comparative value of those therapies.
Even as some medical technologies lead to savings by
shortening hospital stays or avoiding hospitalizations,

most technologies tend to expand the demand for health
care and increase spending. In some cases, providers use
new technologies inappropriately or more broadly than
intended.

More recent analysis has reexamined the role of
technology and considered how other factors, such as
insurance coverage and income, have changed over time
(Smith et al. 2009). Factoring in the historic trends for
income and insurance, Smith and colleagues conclude

that technology remained significant, accounting for 27
percent to 48 percent of the change in spending since
1960. Although the lower bound of this estimate implies a
smaller role for technology, even at 27 percent it remains a
significant contributor.

The impact of new technology on spending is
compounded under FFS payment systems. Because these
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systems tie reimbursement to the volume of services
provided, widespread use of new technologies can create
opportunities for providers to increase their volume

and revenues. Many of the additional services may be
beneficial, but FFS payment encourages providers to

use the technologies that result in higher volume and
payment regardless of value. This practice can bolster an
“arms race” mentality in which providers feel compelled
to pursue the latest technologies to remain financially
successful relative to their peers (Berenson et al. 2006).
Under alternative systems, such as capitation and value-
based approaches that tie payments to a measure of a
procedure’s clinical efficacy, the rewards for additional
volume are diminished. Providers would have less
financial incentive to pursue the volume opportunities
associated with new technology.

National wealth

Growth in a nation’s standard of living is associated

with growth in health care spending (Hall and Jones
2007). As individuals become better off and their
consumption increases, the incremental value of buying
more commodities (e.g., another television or more
clothing) falls. By contrast, the marginal value to them

of an extended life span does not diminish as quickly.
Similarly, the marginal value of procedures that are not life
saving but that may improve the quality of life (e.g., joint
replacements or cosmetic surgery) may increase relative

to that of other goods. Estimates of the impact of rising
incomes on health care vary, with one synthesis suggesting
that growth in income accounts for 5 percent to 20 percent
of the long-term rise in health care costs (Congressional
Budget Oftice 2008b).

Similar to the link between income growth and spending
growth, some studies associate differences in income
levels with differences in spending levels. As noted
earlier, the United States outspends other nations on a per
capita basis, and some attribute a portion of this difference
to the nation’s higher personal income.

Use of insurance

Research highlights the important role of health insurance
in fueling growth in spending. Health insurance can drive
up spending because it insulates beneficiaries from the full
cost of their care. From 1960 to 2005, the share of health
care costs paid out of pocket fell from about 47 percent

to 12 percent (Centers for Medicare & Medicaid Services
2009). Lower out-of-pocket costs can contribute to the
demand for health services and encourage the development

of new technologies and additional treatments. CBO
found that 5 percent to 20 percent of long-term growth in
spending is due to the effect of insurance (Congressional
Budget Office 2008b). One analysis found that Medicare
had an even more pronounced effect on hospital spending
(Finkelstein 2007). Finkelstein asserted that the broad
increase in demand for hospital services that occurred
after the start of Medicare led to greater incentives for
hospitals to enter markets, purchase new equipment and
facilities, and adopt new practice styles. Extrapolating
from her Medicare findings, she suggested that about half
of the increase in per capita health spending between 1950
and 1990 could be attributable to the spread of health
insurance. Other analysts have noted that small changes
in assumptions behind Finkelstein’s extrapolation to all
health care spending would lead to much smaller effects
(Ellis 2006).

Some protection against high out-of-pocket spending

is desirable but may reduce beneficiaries’ sensitivity to
costs. Individuals with first dollar coverage—insurance
policies with little or no cost sharing before an insurer will
pay for services—tend to use more services than those
with similar health status and no supplemental coverage.
A Commission-sponsored study found that Medicare
spending was 17 percent to 33 percent higher for elderly
beneficiaries with medigap insurance than for those who
had no supplemental insurance (Hogan 2009).

In addition to growth over time, variations in the
availability of insurance can also affect spending levels
between insured and uninsured individuals. For example,
in 2008 individuals insured for the full year are estimated
to have received $4,463 in services on average per person,
compared with $1,686 per person for the uninsured
(Congressional Budget Office 2008a). The different levels
of expenditure likely reflect differences in their use of and
access to service.

Rising health care prices

A review by CBO concluded that between 10 percent and
20 percent of long-term growth in per capita spending was
attributable to prices in health care growing faster relative
to other prices due to lower productivity in the health
sector (Congressional Budget Office 2008b). Measuring
price change in health care is challenging because typical
measures of health care prices can be misleading. For
example, the price of some services, such as a day of
inpatient hospital care, has risen from year to year.
However, this increase includes changes that may also
increase the value of the service to patients—for example
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through improvements in the facilities or treatments the
hospital provides. Changes in these prices do not provide
an accurate indication of the change in prices because they
do not account for improvements in outcomes or quality.
For example, new technology may increase the costs

of a laboratory test, but the new test may offer superior
diagnostic information that leads to a better outcome.
Simply tracking the price change without factoring in
changes in quality offers an incomplete picture because the
output of the test has improved quality.

Accuracy of health care prices

Prices that do not accurately reflect providers’ costs

can also contribute to higher total spending on health
care. For example, in the case of imaging services the
Commission concluded that a mispricing of these services
had encouraged more providers to offer them, driving

up the volume of services and total Medicare spending
(Medicare Payment Advisory Commission 2009¢c). In
another instance, the Commission examined home health
services and found that the rates Medicare has set do not
reflect the services provided (Medicare Payment Advisory
Commission 2009¢). In these instances, improving
payment accuracy would result in lower spending and
reduce the influence of profitability on the volume of
services provided.

Aging and demographics

Changes in demographics also affect Medicare spending,
but the magnitude of the impact is sensitive to the period
examined. Analysts attribute about 2 percent of the
increase in health care spending between 1940 and 1990
to aging of the population (Congressional Budget Office
2008b). However, aging is expected to be a significant
factor in the future, although its prominence will fade once
the baby boom population has retired (the first wave of
which will become eligible for Medicare in 2010). CBO
estimated that from 2009 to 2035, 64 percent of the growth
in Medicare, Medicaid and Social Security costs would be
attributable to aging, but that its role in cost growth would
diminish to about 44 percent in 2080 (Congressional
Budget Office 2009).

Health status

The nation’s underlying health status and changes in
clinical treatment thresholds also affect spending. In
the Medicare population, chronic conditions are very
common. The prevalence of the top four chronic
conditions—ischemic heart disease, diabetes, cataracts,

and arthritis—range from 20 percent to 32 percent, and it
is typical for a beneficiary to have multiple conditions. In
2003, 94 percent of beneficiaries reported having at least
one chronic condition and 57 percent reported having
three or more (Centers for Medicare & Medicaid Services
2005b). Analysis by Thorpe and Howard suggests that,
between 1987 and 2002, nearly all the growth in health
care spending for Medicare beneficiaries could be
attributed to spending for patients being treated for five

or more conditions (Thorpe and Howard 2006). In 2002,
about 50 percent of all Medicare beneficiaries were being
treated for five or more conditions, compared with about
31 percent of beneficiaries in 1987. At the same time, a
larger proportion of patients being treated for five or more
conditions reported that they were in excellent or good
health—60 percent in 2002 compared with 33 percent in
1987. The authors concluded that medical professionals
are treating healthier patients, treatments are improving
health outcomes, or both are occurring.

An analysis of osteoporosis provides another example

of how changing clinical treatment thresholds—bounds
within which treatment should be given and outside

of which it should be withheld—have the potential

to significantly increase costs with uncertain benefits
(Herndon et al. 2007). The analysis reviewed a change

to clinical guidelines that expanded certain osteoporosis
treatments to individuals with denser bones. The review
found that the new criteria expanded treatment to an
additional 7 to 14 million women but suggested that this
population would not substantially benefit because of their
low-risk for hip fracture. This analysis indicates how new
disease thresholds may result in higher rates of diagnosis
and treatment but that questionable improvements in care
may not warrant the additional expenditures.

Industry consolidation

The consolidation of health care providers and health
plans may result in new efficiencies that lower costs, but it
can also lead to lower quality and higher prices (Vogt and
Town 2006). The concern is that the primary motivation
for much of this consolidation is for providers and insurers
to capture more market share to achieve favorable payment
rates. Such consolidation has resulted in some markets
being served by a few dominant plans and providers;
depending on the characteristics of the local market, it

can result in cooperation to achieve system improvements
or an accommodating détente (Ginsburg and Lesser
2006). On the one hand, consolidation may unify local
delivery systems around common goals such as improving
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Spotlight issue: Regional variation in Medicare service use

he significant differences in spending among

regions of the United States raise questions

about the efficiency of the United States
health care system. Regional variation in Medicare
spending per beneficiary reflects many factors,
including differences in beneficiaries’ health status,
Medicare payment rates, service volume (number
of services), and service intensity (e.g., MRI versus
simple X-ray). However, unadjusted spending is an
insufficient measure of the differences among regions
because it includes other factors, such as regional
differences in Medicare prices and special Medicare
payments, beyond just the mix and amount of services
provided. To better understand regional variation, the
Commission created a measure of the regional variation
in Medicare service use that focuses on differences in
volume and service mix and controls for differences in
Medicare prices, special payments, and other factors
that could distort the comparison among regions. Even

with these adjustments, there was substantial variation
between the highest and lowest service use areas
(Medicare Payment Advisory Commission 2009b).

The Commission implemented two adjustments to
convert raw (unadjusted) Medicare spending to an
index of service use. First, the Commission adjusted
program spending for differences in Medicare payment
rates. Removing these differences in payment rates is

a necessary step to isolate differences in service use. It
does not mean we accept payment rates as appropriate;
in past reports, for example, we have recommended
changing the way Medicare computes the hospital
wage index and special payments to teaching hospitals
(Medicare Payment Advisory Commission 2007,
Medicare Payment Advisory Commission 2009c¢).
Second, the Commission also adjusted for differences
in beneficiaries’ health status and several other
nonpayment factors. This adjustment ensures that the

(continued next page)

quality. On the other hand, markets with few plans and
providers may lack sufficient competition to spur needed
improvements in efficiency and innovation. Some analysts
have found that providers do not compete on price and
efficiency in many markets; instead, they compete to
increase market share for their most profitable business
lines (Berenson et al. 2006). This situation can lead to an
increase in the supply and volume of medical services
while failing to address quality or efficiency concerns.

The trends in provider consolidation likely reflect the
incentives of fee-for-service medicine, which reward
higher volume and lower costs, not necessarily better
care. The Commission has recommended exploring
forms of organization that encourage collaboration
between physicians and hospitals for care coordination
and that strengthen the role of primary care (Medicare
Payment Advisory Commission 2008b). For example, we
recommended that Medicare experiment with bundling
payments for all the physician, inpatient, and post-
acute care associated with a hospitalization. We also

recommended that Medicare experiment with medical
homes to strengthen primary care. These organizational
changes should be carefully designed to improve care
and restrain costs and not provide inappropriate market
advantage.

Quality and efficiency concerns remain
despite high level of spending and rapid
spending growth

Despite higher growth in spending, the health care system
has not produced commensurate increases in quality or
outcomes. The health services literature suggests that

a substantial share of the health care delivered has little
benefit for patients (Fuchs 2004, New England Healthcare
Institute 2008). In Medicare specifically, spending per
beneficiary varies significantly among regions, and not
all of this variation can be explained by differences in
prices and health status (see text box). In fact, studies

of variation in Medicare spending have found that

areas of the country where more care is provided do
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Spotlight issue: Regional variation in Medicare service use (cont.)

service use measure is adjusted for differences among
regions in the health status of beneficiaries. For this
analysis, the Commission grouped beneficiaries by
their residence or metropolitan statistical area (MSA)
for urban residents. Beneficiaries in rural areas were
grouped into a single rest-of-state nonmetropolitan area,
one for each state. There is nearly a twofold difference
between the area with the greatest service use (Miami—
Dade County, Florida) and the area with the least
service use (nonmetropolitan Hawaii). There was a

30 percent difference between the areas at the 10th

and 90th percentiles of the distribution. This variation
suggests that significant savings could be achieved if
the patterns of care in higher service use areas could be
altered to be similar to those in lower service use areas.

Differences in the incidence of Medicare beneficiaries
with supplemental insurance among regions could be
one factor that could account for some of the remaining
variation. Supplemental insurance may contribute

to regional variation because beneficiaries with this
coverage have been found to consume more Medicare
services than those who do not have supplemental
coverage (Medicare Payment Advisory Commission
2009a). The types of services beneficiaries with
supplemental insurance consume more of tend to

be discretionary services. For example, average
spending per beneficiary was 90 percent higher for
elective hospital procedures for beneficiaries who had
supplemental coverage. Spending per beneficiary for
certain medical specialists was 89 percent higher for
those with supplemental coverage. To the extent that
supplemental coverage contributes to regional variation,
changes in policy that reduce the higher spending by
beneficiaries with this insurance would also address
regional variation. However, the Commission did

not assess the role of supplemental coverage in its
analysis of regional variation and more research is
needed to know how much it contributes to the regional
differences identified. ®

not always have clinical outcomes that are better than
lower spending areas and may even have poorer results
(Baicker and Chandra 2004). These studies conclude
that the volume of Medicare services provided in high-
cost areas could be reduced without compromising care
quality or beneficiaries’ health status (Fisher et al. 2003a,
Fisher et al. 2003b). However, because of the multiple
factors driving variation, it is challenging to translate
these studies’ results into policy prescriptions (Potetz and
Cubanski 2009).

It should not be surprising that quality problems remain
in Medicare despite higher spending, as Medicare’s
payment systems do not hold providers accountable for
the quality of care they deliver. Moreover, providers are
not accountable for the full spectrum of care a beneficiary
may use, even when they make the referrals that dictate
resource use. This lack of accountability of care puts
quality of care and efficiency at risk. The Commission has
recommended that Medicare pursue pay for performance

to improve quality and has also recommended that
Medicare provide physicians with information about their
resource use (Medicare Payment Advisory Commission
2005a, Medicare Payment Advisory Commission 2005b,
Medicare Payment Advisory Commission 2008b).

Some studies show that quality care is not consistently
delivered despite the United States’ higher spending. For
example, a study by RAND found that a national sample
of patients with certain conditions received care consistent
with recommended practices only about half the time
(McGlynn et al. 2003).

A lack of information for providers and beneficiaries may
cause some of the inefficiency and inadequate quality

in Medicare. For example, Medicare lacks quality data
from many settings of care, does not have timely cost or
market data to set accurate prices, and does not generally
provide feedback on resource use or quality scores to
providers. Individually, providers may have clinical data,
but they may not have those data in electronic form,
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leaving them without an efficient means to process the
information or an ability to act on it. Crucial information
on clinical effectiveness and standards of care either

may not exist or may not have wide acceptance. In this
environment, it is difficult to determine what health care
treatments and procedures are needed—and thus what
resource use is appropriate, particularly for Medicare
patients—many of whom have multiple comorbidities. In
addition, beneficiaries are now being called on to make
complex choices among delivery systems, drug plans, and
providers. But information for beneficiaries that could help
them choose higher quality providers and improve their
satisfaction is not always available.

Value of gains to health from new
technology has diminished over time

Advances in medical technology have led, on average, to
improvements in our health and gains in life expectancy.
Recently, Cutler and colleagues concluded that, on average
across all ages, increases in medical spending between
1960 and 2000 (attributed largely to advances in medical
care) provided reasonably good value, with an average
cost per life-year gained of $19,900 (Cutler et al. 2006).

However, when focused on real spending adjusted for
inflation and life expectancy for individuals age 65 or
older, the same research found that the incremental cost of
an additional year of life rose from $46,800 in the 1970s
to $145,000 in the 1990s. These estimates suggest that

the value of health care spending for the elderly has been
decreasing, and the authors suggested that their estimates
for the 1990s would fail many cost-benefit criteria (Cutler
et al. 20006).

Other recent research suggests that survival gains have
stagnated since 1996 for patients with acute myocardial
infarction (AMI) (Skinner et al. 2006). Skinner and
colleagues found that the survival rate for AMI has not
improved since 1996, even though spending for patients
with this condition has increased. These trends suggest
that higher spending is not yielding better outcomes. These
authors also compared regional differences in spending

for AMI and found that areas with higher spending did not
have better health outcomes.

Quality and access are worse for some
populations

Numerous measures indicate that low-income individuals
and some minority groups have greater difficulty in
obtaining appropriate care (Agency for Healthcare
Research and Quality 2009). For example, black and

Hispanic seniors were less likely to receive influenza
vaccine in 2007. Linguistic barriers and lack of insurance
were associated with additional difficulty in achieving
access to care. These barriers can result in disadvantaged
groups lacking access to health care services. Insurance
plays a role in some of these trends, but having coverage
does not eliminate disparities. Black and Hispanic adults
are less likely to have a usual source of care, even when
controlling for differences in the incidence of insurance
and other individual characteristics (Escarce and Goodell
2007).

In many instances quality may be lower for minorities
and low-income groups even when they receive care. In
an analysis of six common, high-risk surgical procedures
among Medicare beneficiaries, researchers found that
patients of lower socioeconomic status experienced
significantly higher rates of adjusted mortality than
patients of higher socioeconomic status (Birkmeyer et
al. 2008). Like racial and ethnic disparities in hospital
and surgical care, the socioeconomic outcome disparities
seem to be driven by differences in the hospitals where
patients of different socioeconomic status tend to

receive treatment. At hospitals with the lowest average
socioeconomic status, all patients (both lower and higher
socioeconomic status) are more likely to die. Conversely,
at hospitals with the highest average socioeconomic
status, all patients (both lower and higher socioeconomic
status) are less likely to die.

Researchers have found that when they control for
socioeconomic status health disparities are reduced but not
eliminated (Barr 2008, Cohen et al. 2003). This finding
suggests that remaining factors, such as ethnicity and race,
may be associated with trouble accessing health care even
for members of these groups who are not economically
disadvantaged.

Consequences of rapid growth in
spending for Medicare and health care
system

The status of the Medicare trust funds shows the imminent
adverse consequences of rapid growth in health care
spending. In their most recent report, the Medicare
Trustees project that, under intermediate assumptions,

the assets of the Hospital Insurance (HI) trust fund—
which covers Part A benefits—will be exhausted in 2017.
Income from payroll taxes collected in that year would
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fail to cover 19 percent of projected benefit expenditures.
In the future, the share of benefit expenditures covered
by payroll tax collections would fall as health care cost
inflation exceeded growth in payroll; by 2050, payroll tax
collections would cover only 39 percent of projected Part
A expenditures. Once exhausted, the trust fund will have
no authority to pay for benefits in excess of its revenues.

The Supplementary Medical Insurance (SMI) trust fund—
which covers Part B and Part D benefits—is financed
automatically with general revenues and beneficiary
premiums, but the Trustees point out that financing from
the federal government’s general fund, which is funded
primarily through income taxes, would have to increase
sharply to match the expected growth in spending.
Further, the projections for growth in SMI spending are
artificially low because they assume that the reductions in
physician spending required under the sustainable growth
rate (SGR) formula occur—even though these reductions
have been consistently overridden in recent years. Even
with the unlikely assumption that the SGR reductions are
not overridden, the share of federal taxes and spending
would grow significantly. Figure 1-4 (left) illustrates

the sources of funding for Medicare expenditures and
how program expenditures are distributed among major
categories of benefits. The largest source of funds for
expenditures is the Part A payroll tax, followed by the
transfer from the Treasury general fund for Part B and
Part D. Contributions from beneficiaries make up the next
largest groups, and include beneficiary premiums, copays
and deductibles for Part A and Part B, and prescription
drug cost sharing. Figure 1-4 (right) illustrates the

major categories of expenditures for Medicare. The
largest component of the federal share of expenditures

is for hospital services, consisting of 29 percent of total
expenditures. The next largest expenditures are for
payments to Medicare Advantage plans and payments
under the physician fee schedule.

Growing federal fiscal burden

The projected rapid growth in Medicare spending will
have repercussions for beneficiaries and taxpayers as well
as for the availability of funds for other federal priorities.
Specifically, if Medicare benefits and payment systems
remain as they are today, the Trustees note that over time
the program will require major new sources of financing
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Medicare faces serious challenges with long-term financing
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for Part A and will automatically require increasing shares
of general tax revenues for Part B and Part D. The Trustees
project that dedicated payroll taxes will make up a smaller
share of Medicare’s total revenue and that a large deficit
will develop between spending for Part A and revenue
from dedicated payroll taxes (Figure 1-5). The share of
the nation’s GDP committed to Medicare will grow to
unprecedented levels, squeezing other priorities in the
federal budget. Delays in addressing the HI deficit will
provide less time to phase in changes, giving providers
and beneficiaries less time to adjust. In addition, the
premiums and general revenues required to finance
projected spending for SMI services could impose a
significant financial liability on Medicare beneficiaries and
on resources for other priorities. If income taxes remain at

the historic average share of the economy, the Medicare
Trustees estimate that the SMI program’s share of personal
and corporate income tax revenue would rise from about
11 percent today to 24 percent by 2030. If the projections
for SMI were adjusted to remove the payment reductions
required by the SGR, the share of personal and corporate
income taxes required would be even higher. For example,
if the Medicare Expenditures Index update was provided
instead of the current reduction, Part B spending would be
about 2.9 percent of GDP in 2030 instead of 2.6 percent,
which would increase Medicare’s revenue needs by $100
billion in just that year (Clemens et al. 2009).

Increases in Medicare’s cost could have profound effects
for the federal budget and the economy. Higher spending
for Medicare would mean fewer resources for the federal
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government to commit to other federal priorities, assuming
federal revenues remained unchanged. If a significant
share of increased federal spending for Medicare and other
health care programs is funded with borrowing, as it has
been in the past, the federal government would experience
growing deficits.

Increasing out-of-pocket liabilities for
beneficiaries

Rapid growth in Medicare spending has implications

for beneficiaries because they also finance the program.
Cost sharing in Medicare is indexed to increase with
expenditures through a variety of mechanisms. For
example, from 2004 to 2008, the deductible for Part A
rose 17 percent and the Part B deductible rose 35 percent.
In addition, as Medicare raises providers’ payment rates
for services, beneficiary liabilities for copayments and
premiums in Part B also increase; spending for Part B
copayments has roughly doubled since 1990.

Part B monthly premiums for 2010 are estimated to

be $104.20 (about $1,250 for the year), an 8.1 percent
increase over 2009 (Boards of Trustees 2009). However,
most beneficiaries will not pay this amount because of

a provision in law that limits the amount that can be
deducted from Social Security benefits to pay Medicare
premiums. Medicare law has a “hold-harmless” provision
that prevents a beneficiary’s Social Security benefit

from decreasing when the Part B premium increase is
greater than the annual cost-of-living adjustment for
Social Security; the intent of this provision is to prevent
a beneficiary’s income from falling due to a rise in the
Part B premium. In 2010, no cost-of-living adjustment
is projected for Social Security; consequently, 75 percent
of beneficiaries will not be subject to the increase in the
premium due to the hold-harmless provision.

The 25 percent of beneficiaries subject to the full
premium consist of higher income beneficiaries subject

to the income-related premium, new enrollees, and dual
eligibles—beneficiaries eligible for both Medicare and
Medicaid—who have their premiums paid by Medicaid
(Kaiser Family Foundation 2009). These beneficiaries
will pay a higher premium to compensate for the revenue
lost from the hold-harmless provision. This scenario is
likely to recur in 2011 because the current Social Security
Trustees’ forecast projects another year in which there
will be no cost-of-living adjustment. The lack of growth in
Social Security benefits will shift Part B’s increasing costs
to a minority of beneficiaries for a few years, but this shift

should dissipate when the annual cost-of-living increase
for Social Security resumes.

The share of Social Security benefit devoted to annual
Medicare cost sharing is one metric for assessing the
burden of cost sharing on beneficiaries. Social Security
accounts for three-quarters of the income for 60 percent of
the elderly population in 2006 (Federal Interagency Forum
on Aging Related Statistics 2008). If we include the out-
of-pocket costs of both Part B and Part D, the average cost
of SMI premiums and cost sharing (including copayments
and deductibles) for Part B and Part D are estimated to
absorb about 26 percent of Social Security benefits in
2010 (about 16 percent will be for Part B and about 10
percent will be for Part D) (Figure 1-6, p. 20).

The amount of cost sharing among beneficiaries varies
significantly, with beneficiaries incurring the highest
Medicare costs bearing a disproportionate share of the
total cost-sharing burden. For example, in 2007, the top

6 percent of beneficiaries with the greatest cost-sharing
liability, those with $5,000 or more in liabilities, accounted
for 38 percent, or $19 billion, of all cost sharing paid
(Medicare Payment Advisory Commission 2009a). There
is no catastrophic protection in Part A or Part B. The
growth rate for cost sharing also varies among Medicare
beneficiaries. One analysis found that, controlling for
inflation and health conditions, average cost sharing for
beneficiaries without supplemental insurance from 1996
to 2005 grew by 31 percent, compared with 17 percent for
those with some form of private supplemental insurance
(Paez et al. 2009).

These projections highlight the importance of finding
ways to slow growth in Medicare spending (Figure 1-7,
p- 21). Beneficiaries who are most exposed to higher
out-of-pocket spending—those without supplemental
insurance—tend to be more likely to report forgoing care
due to cost (Centers for Medicare & Medicaid Services
2005a). If policymakers do not act to curb rising costs,
Medicare’s need for financing will place an increasing
liability on beneficiaries through their premiums and cost
sharing, which may compel more of them to forgo medical
services.

Consequences of rapid health care spending
growth system wide

Some employers argue that the rising cost of health care
premiums affects their ability to compete in the world
marketplace, but most economists contend that growth

in the health premiums employers pay has no long-term
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effect on the competitive position of firms (Congressional
Budget Office 2008a, Fuchs 2005, Pauly 1997). However,
some economists argue that, at least in the short run,
there are some circumstances in which employers cannot
shift costs to employees (Nichols and Axeen 2009). One
analysis suggests that, in certain industries, employers
have not been able to fully offset higher health costs with
lower wages or other controls (Sood et al. 2009). Overall,
however, most economists believe that health premiums
substitute for cash compensation that companies would
otherwise pay to workers, and so the costs of health
insurance fall on employees.

The impact of health insurance costs on employee wages
illustrates how the inefficiencies of the health care system
can affect the broader economy. Employers have a finite
budget for compensation, and increases in compensation
costs that are committed to health insurance cannot be

used to increase salaries. In recent years, increases in the
cost of private health insurance have been two or three
times greater than the growth in salaries (Claxton et al.
2007). The cost of health insurance benefits has steadily
risen as a share of wages and salaries, reflecting the

fact that health care spending has outpaced economic
growth. As more employee compensation shifts to
health insurance, annual wage increases are reduced or
eliminated.

Other distributional issues arise from rapid growth in
spending on health care. In response to rapid increases

in premiums, many employers have raised cost-sharing
requirements for their employees or asked them to

pay a larger share of premiums. Some analysts have
concluded that benefit reductions by some employers have
resulted in health plans that do not adequately protect
beneficiaries against high medical costs. An analysis by

20 Context for Medicare payment policy



FIGURE
1-7

Trustees and CBO project Medicare spending to grow significantly in future years
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the Commonwealth Fund found that between 2003 and
2007, the share of nonelderly underinsured, defined as
individuals with insurance who spent more than 5 to 10
percent of their income on cost sharing, increased by 35
percent (Schoen et al. 2008).

Insurance coverage is also declining and many analysts
attribute this trend to rising costs. From 2000 to 2008, the
share of the population without insurance increased from
14.0 to 15.4 percent; CBO estimates that this share will
reach 19 percent by 2019 (Congressional Budget Office
2008a, DeNavas-Walt et al. 2009, Mills 2001). These trends
in declining coverage are reflected in the falling proportion
of employers offering insurance. From 2000 to 2007, the
percentage of employers offering health insurance fell
from 69 percent to 60 percent (Nichols and Axeen 2009).
Affordability also affects employee choices when offered
health insurance. Because required premium contributions

by enrollees have risen faster than income, some workers
choose to forgo coverage (Ginsburg 2004).

Increases in the numbers of people without private health
insurance raise demand for public coverage. Those who
cannot secure coverage may receive uncompensated care,
and providers may seek higher payments for insured
patients to cover losses. The costs of caring for the
uninsured do not fall equally on all providers, since the
uninsured often postpone care until their condition becomes
more serious. In turn, providers that bear more of those
costs sometimes seek public subsidies or limits on the
competition they face. Rising costs put upward pressure

on the financing needs of public and private health care
programs for the beneficiaries who already have coverage.
Some analysts contend that higher health care costs can also
lead to greater fragmentation of risk pools in the health care
market, as healthier people search for insurance alternatives
that are less costly (Glied 2003). m
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Private and public sources of financing for health care

( jurrently, public financing—federal, state, and
local programs—makes up about 46 percent
of all United States health care spending, with

private sources providing the rest. The public share

will rise by a few percentage points to over 51 percent
by 2018 (Centers for Medicare & Medicaid Services

2009). Medicare accounted for 19 percent of health

care spending in 2009. Medicaid was the next largest

public program, accounting for 17 percent, and private
health insurance (including employer-sponsored plans)
equaled about 35 percent. In 2005, employers—
including private sector and government employers—
were the largest source of health insurance, covering

about 177 million individuals or approximately 60

percent of United States residents (Nichols and Axeen

2009).

Estimates of the share of public spending in the national
health accounts do not include tax expenditures—that
is, the tax revenues that the federal government forgoes
through the tax exclusion for employer-sponsored
insurance and other provisions. Because these transfers
use the tax code to finance health insurance or health
care, they are arguably part of the public commitment
to funding health care. If the federal tax expenditures
for health care in 2007 had been included in the
national health accounts as public expenditures, the
share of public expenditures would have risen from 47
percent to 60 percent. (Note that this estimate does not
include the tax expenditures from state and local taxes
forgone and it does not include the impact of changes in
behavior by health care payers that would likely occur
in the absence of favorable tax treatment.) H
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Endnotes

1 Dollar amounts are adjusted for purchasing power parity— 2 The thresholds were 10 percent of income for higher income
differences in the cost of living across countries—by beneficiaries, and 5 percent for low-income beneficiaries.
comparing prices for a fixed basket of goods. OECD’s
adjustment is a broad-based basket, not one specific to health
Ccosts.
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Chapter summary

The Commission makes payment update recommendations annually for
fee-for-service (FFS) Medicare. An update is the amount (usually expressed
as a percentage change) by which the base payment for all providers in a
prospective payment system is changed. To determine an update, we first
assess the adequacy of Medicare payments for efficient providers in the
current year (2010). Next, we assess how those providers’ costs are likely to
change in the year the update will take effect (the policy year—2011). Finally,
we make a judgment on what, if any, update is needed. When considering
whether payments in the current year are adequate, we account for policy
changes (other than the update) that are scheduled to take effect in the policy
year under current law. This year, we make update recommendations in 10
FES sectors: hospital inpatient, hospital outpatient, physician, ambulatory
surgical center, outpatient dialysis, hospice, skilled nursing, home health,
inpatient rehabilitation, and long-term care hospital. We discuss the analyses
of payment adequacy for the first six sectors in this chapter and for the four

post-acute care sectors in Chapter 3.

These update recommendations can significantly change the revenues
providers receive from Medicare. They also can help create pressure for
broader reforms to address the fundamental problem in FFS payment

systems—that providers are paid more when they deliver more services

CHAPTER

In this chapter

* Hospital inpatient and
outpatient services




without regard to the quality or value of those additional services. Therefore,
each year the Commission looks at all the indicators of payment adequacy and
reevaluates any prior year assumptions using the most recent data available to make

sure its recommendations accurately reflect current conditions. B
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The goal of Medicare payment policy is to get good value
for the program’s expenditures, which means maintaining
beneficiaries’ access to high-quality services while
encouraging efficient use of resources. Anything less does
not serve the interests of the taxpayers and beneficiaries
who finance Medicare through their taxes and premiums.
Necessary steps toward achieving this goal involve:

* setting the base payment rate (i.e., the payment for
services of average complexity) at the right level;

* developing payment adjustments that accurately
reflect market, service, and patient cost differences
beyond providers’ ability to control; and

* considering the need for annual payment updates and
other policy changes.

Our general approach to developing payment policy
recommendations attempts to do two things: make enough
funding available to ensure that payments are adequate

to cover the costs of efficient providers, and improve
payment accuracy among services and providers. Together,
these steps should maintain Medicare beneficiaries’

access to high-quality care while creating financial
pressure on providers to make better use of taxpayers’ and
beneficiaries’ resources.

To help determine the appropriate level of aggregate
funding for a given payment system in 2011, we first
consider whether payments are adequate for efficient
providers in 2010. To inform the Commission’s judgment,
we examine information on beneficiaries’ access to

care, the quality of care, providers’ access to capital, and
Medicare payments and providers’ costs for 2010.

We then consider how efficient providers’ costs will
change in 2011. Taking these factors into account, we
then determine how Medicare payments for the sector in
aggregate should change in 2011.

Ideally, we would make our judgments based on the
performance of efficient providers in a sector. Efficient
providers use fewer inputs to produce quality outputs.
Efficiency could be increased by using the same inputs to
produce a higher quality output or by using fewer inputs
to produce the same quality output. However, for the most
part we are limited by the available data and the analytical
state-of-the-art to looking at the aggregate performance

in a sector over both efficient and inefficient providers.
We have, in some sectors, started to explore ways to

approximate the characteristics of efficient providers. For
example, last year, we examined the financial performance
of hospitals with consistently low risk-adjusted costs

per discharge, mortality, and readmissions (Medicare
Payment Advisory Commission 2009). This year, we add
an analysis of providers’ payer mix and the annual level of
total fee-for-service (FFS) Medicare service use per capita
in the county where the hospital is located.

This year we have also extended our analysis of efficient
providers to the skilled nursing facility (SNF) sector. We
find that there are some SNFs that have considerably lower
costs than other SNFs and substantially better quality
results. As our analysis evolves, we plan to continue to
refine our identification of efficient providers and extend
our efficient provider analysis to other sectors.

Within a given level of funding, we may also consider
changes in payment policy that would affect the
distribution of payments and improve equity among
providers or improve access to care for beneficiaries. We
then recommend updates and other policy changes for
2011.

Are Medicare payments adequate in
2010?

The first part of the Commission’s approach to developing
payment updates is to assess the adequacy of current
Medicare payments. For each sector, we make a judgment
by examining information on:

* Dbeneficiaries’ access to care
e direct measures of access (if available)
* the capacity and supply of providers
e the volume of services
* the quality of care
* providers’ access to capital
*  Medicare payments and providers’ costs for 2010

Some measures focus on beneficiaries (e.g., access to
care) and some focus on providers (e.g., the relationship
between payments and costs in 2010). We consider
multiple measures because the direct relevance,
availability, and quality of each type of information vary
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among sectors, and no single measure provides all the
information needed for the Commission to judge payment
adequacy.

Beneficiaries’ access to care

Access to care is an important indicator of the willingness
of providers to serve Medicare beneficiaries and the
adequacy of Medicare payments. (For example, poor
access could indicate Medicare payments are too low.)
However, other factors unrelated to Medicare’s payment
policies may also affect access to care. These factors
include coverage policy, beneficiaries’ preferences,
supplemental insurance, and transportation difficulties.

The measures we use to assess beneficiaries’ access

to care depend on the availability and relevance of
information in each sector. For example, we use results
from several surveys to assess physicians’ willingness
to serve beneficiaries and beneficiaries’ opinions about
their access to physician care. For home health services,
we examine data on whether communities are served by
providers.

Access: Capacity and supply of providers

Rapid growth in the capacity of providers to furnish
care may increase beneficiaries’ access and indicate that
payments are more than adequate to cover their costs.
Changes in technology and practice patterns may also
affect providers’ capacity. For example, less invasive
procedures or lower priced equipment could increase
providers’ capacity to provide certain services.

Substantial increases in the number of providers may
suggest that payments are more than adequate and could
raise concerns about the value of the services being
furnished. For instance, rapid growth in the number of
home health agencies (HHAs) suggests that Medicare’s
payment rates are at least adequate and potentially

more than adequate and, because the growth has been
accompanied by increased cases of fraud, raises concerns
over the definition of the benefit. If Medicare is not the
dominant payer for a given provider type, changes in the
number of providers may be influenced more by other
payers and their demand for services and thus may be
difficult to relate to Medicare payments. When facilities
close, we try to distinguish between closures that have
serious implications for access to care in a community
and those that may have resulted from excess capacity.
Another possible indicator of a sector’s capacity and
overall financial health is employment, which has been

increasing in the health care sector in the past two years
even as overall nonfarm employment has decreased. We
are exploring the utility of employment as an indicator of
capacity and payment adequacy.

Access: Volume of services

The volume of services can be an indirect indicator of
beneficiary access to services. An increase in volume
shows that beneficiaries are getting more services and thus
must at least be able to access those services—although

it does not necessarily demonstrate that the services are
convenient or appropriate. Volume is also an indicator of
payment adequacy; an increase in volume beyond that
expected for the increase in the number of beneficiaries
could suggest that Medicare’s payment rates are too high.
Very rapid increases in the volume of a service might
even raise questions about program integrity or whether
the definition of the benefit is too vague. Reductions in
the volume of services, on the other hand, may indicate
that revenues are inadequate for providers to continue
operating or to provide the same level of services. Finally,
rapid changes in volume between services that can be
substituted might indicate distortions in payment and raise
questions of provider equity.

However, changes in the volume of services are often
difficult to interpret because increases and decreases could
be explained by other factors, such as population changes,
changes in disease prevalence among beneficiaries,
technology, practice patterns, and beneficiaries’
preferences. For example, the number of Medicare
beneficiaries in the traditional FFS program has decreased
in some years as more beneficiaries choose plans in the
Medicare Advantage program; therefore, we look at the
volume of services per FES beneficiary as well as the
total volume of services. Explicit decisions about service
coverage can also influence volume. For example, in
2004 CMS redefined conditions it thought appropriate

for treatment in inpatient rehabilitation facilities (IRFs)
and excluded rehabilitation for most hip and knee
replacements, a decision that contributed to a reduction in
IRF volume through 2009. However, these cases increased
in SNFs and HHAs over the same period, suggesting

that beneficiaries’ access to care was maintained.
Changes in the volume of physician services must be
interpreted particularly cautiously, because some evidence
suggests that volume may also go up when payment

rates go down—the so-called volume offset. Whether

this phenomenon exists in any other sector depends on
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how discretionary the services are and on the ability of
providers to influence beneficiary demand for the services.

Quality of care

The relationship between quality and Medicare payment
adequacy is not direct. Some might argue that poor
quality is a result of inadequate payments. But increasing
payments through an update for all providers in a sector
regardless of their individual quality is unlikely to solve
quality problems, because there is generally little or no
incentive in Medicare payment systems for providers

to spend additional resources on improving quality.
Medicare’s payment systems are not generally based

on quality; payment is usually the same regardless of

the quality of care. In fact, undesirable outcomes (e.g.,
unnecessary complications) may result in additional
payments, and sectors with more than adequate payments
may have little incentive to improve quality.

A fundamental change is needed to change incentives in
Medicare FFS payment systems so that better quality is
rewarded. The Commission supports linking payment to
quality to hold providers accountable for the care they
furnish as discussed in our March 2004 and 2005 reports
(Medicare Payment Advisory Commission 2004, Medicare
Payment Advisory Commission 2005). Specifically, the
Commission recommended that pay-for-performance
programs be implemented for hospitals, physicians,
dialysis facilities and physicians furnishing services

to dialysis patients, HHAs, and Medicare Advantage

plans (Medicare Payment Advisory Commission 2004,
Medicare Payment Advisory Commission 2005). For
hospitals and dialysis providers, measures are already
available for such a program. For physicians, we described
a two-step process that starts with measures of information
technology function and moves on to process of care and
other measures. In 2008, the Commission recommended
that pay for performance be adopted for SNFs (Medicare
Payment Advisory Commission 2008). Other sectors may
lack quality measures that could be linked to payment and
developing such measures should be a priority.

Providers’ access to capital

Access to capital is necessary for providers to maintain
and modernize their facilities and capabilities for patient
care. Widespread inability to access capital throughout a
sector might in part reflect on the adequacy of Medicare
payments (or, in some cases, even on the expectation of
changes in the adequacy of Medicare payments). However,

access to capital may not be a useful indicator of the
adequacy of Medicare payments when the sector has little
need for large capital investments, when providers derive
most of their payments from other payers or other lines
of business, or when conditions in the credit markets are
extreme.

Last year, because of the extraordinary conditions in the
credit market, access to capital was being driven almost

entirely by factors other than Medicare payment adequacy.

For example, health care municipal bond issuances rose
to $24.7 billion in the second quarter of 2008 (a level not
seen since 1990); the market then essentially froze in late
September and virtually no health care entities issued
municipal bonds (Modern Healthcare 2008). The lack of
access to capital in late September 2008 through most of
October 2008 was not a result of changes in the adequacy
of Medicare payments; it was a result of the conditions in
the credit markets. In 2009, liquidity has returned: During
2009, the average rate of bond offerings was $3.4 billion
per month, only slightly lower than the record set in early
2008 and on par with 2007 levels. Although markets are
returning to a more normal state, any projections about
access to capital are still guarded because of the extreme
volatility in the credit markets. Conditions will also vary
by sector.

A closely allied question is: How will overall economic
conditions affect a health care sector’s financial
performance? For example, the decline in investment
portfolios, increasing interest expenses, and possible
declines in private payer patient volumes and increases
in uninsured patients may lower overall financial
performance. But hospitals appear to have controlled
their costs in 2009 in reaction to economic conditions.
Furthermore, attempting to offset overall economic
conditions through increased Medicare payment updates
would be a poorly targeted response to economic
problems. Base rate increases go to all providers, yet
not all providers are equally affected by the economy or
equally dependent on Medicare payments. For example,
a hospital with few Medicare patients would be hurt more
by a decline in employer insurance coverage caused by
a declining economy than would a hospital with a high
percentage of Medicare patients. Yet an increase in the
update would help the second hospital more than the
first. Moreover, addressing problems resulting from a
poor economy by increasing Medicare payments would
either further threaten program sustainability or require
increasing taxes.
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Medicare payments and providers’ costs for
2010

For most payment sectors, we estimate Medicare
payments and costs for the year preceding the policy year.
In this report, we estimate payments and costs for 2010 to
inform our update recommendations for 2011.

For providers that submit cost reports to CMS—acute

care hospitals, SNFs, HHAs, outpatient dialysis facilities,
IRFs, long-term care hospitals (LTCHs), and hospices—
we estimate total Medicare-allowable costs and assess the
relationship between Medicare’s payments and those costs.
We typically express the relationship between payments
and costs as a payment margin, which is calculated as
aggregate Medicare payments for a sector less costs
divided by payments. By this measure, if costs increase
faster than payments, margins will decrease.

To estimate payments, we first apply the annual payment
updates specified in law for 2009 and 2010 to our 2008
base data. In general, we then model the effects of other
policy changes that will affect the level of payments,
including those—other than payment updates—that are
scheduled to go into effect in 2011. This method allows us
to consider whether current payments would be adequate
under all applicable provisions of current law. The result
is an estimate of what payments in 2010 would be if 2011
payment rules were in effect. (Hospitals and dialysis
providers are exceptions this year: Hospitals, because

of the uncertainty surrounding 2011 policy concerning
documentation and coding improvements and information
technology subsidies; and dialysis providers, because of
uncertainty about the new bundled payment and provider
reaction to it. For these two sectors, we model 2010
margins given 2010 policy.)

To estimate 2010 costs, we consider the rate of input price
inflation and historical cost growth. As appropriate, we
adjust for changes in the product (i.e., changes within the
service provided, such as fewer visits in an episode of
home health care) and trends in key indicators, such as
historical cost growth, and the distribution of cost growth
among providers.

Using margins

In most cases, we assess Medicare margins for the services
furnished in a single sector and covered by a specific
payment system (e.g., SNF or home health services).
However, in the case of hospitals, which often provide
services that are paid for by multiple Medicare payment

systems, our measures of payments and costs for an
individual sector could become distorted because of the
allocation of overhead costs or complementarities of
services. (For example, having a hospital-based SNF on
average allows a hospital to achieve shorter lengths of
stay in its acute care units.) For hospitals, we assess the
adequacy of payments for the whole range of Medicare
services they furnish—inpatient and outpatient (which
together account for more than 90 percent of Medicare
payments to hospitals), SNF, home health, psychiatric, and
rehabilitation services—and compute an overall Medicare
hospital margin encompassing Medicare-allowed costs
and payments for all the sectors. The hospital update
recommendation in this chapter, however, applies only to
hospital inpatient and outpatient payments; the payments
for other distinct units of the hospital, such as a SNF, are
governed by payment rates for those payment systems.

Total margins—which include payments from all payers
as well as revenue from nonpatient sources—do not play
a direct role in the Commission’s update deliberations.
The adequacy of Medicare payments is assessed relative
to the costs of treating Medicare beneficiaries, and the
Commission’s recommendations address a sector’s
Medicare payments, not total payments.

We calculate a sector’s Medicare margin to determine
whether total Medicare payments cover average providers’
allowable costs and to inform our judgment about payment
adequacy. There will always be a distribution of margins
about the average and it is not the intent to ensure every
provider has a positive margin. To assess whether changes
are needed in the distribution of payments, we calculate
Medicare margins for certain subgroups of providers

with unique roles in the health care system. For example,
because location and teaching status enter into the
payment formula, we calculate Medicare margins based
on where hospitals are located (in urban or rural areas) and
their teaching status (major teaching, other teaching, or
nonteaching).

Multiple factors can contribute to changes in the Medicare
margin, including changes in the efficiency of providers,
unbundling of the services included in the payment unit,
and other changes in the product (e.g., reduced lengths of
stay at inpatient hospitals). Information about the extent
to which these factors have contributed to margin changes
may help in deciding how much to change payments.

Finally, the Commission makes a judgment when
assessing the adequacy of payments relative to costs. No
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single standard governs this relationship for all sectors,
and margins are not the only indicator for determining
payment adequacy.

Appropriateness of current costs

Our assessment of the relationship between Medicare’s
payments and providers’ costs is complicated by
providers’ efficiency and response to changes in the
payment system, product changes, and cost-reporting
accuracy. Measuring the appropriateness of costs is
particularly difficult in new payment systems because
changes in response to the incentives in the new system
are to be expected. For example, the number and types
of visits in a home health episode changed significantly
after the home health prospective payment system (PPS)
was introduced, although the payments were based on
the older higher level of use and costs. In other systems,
coding may change. As an example, the hospital inpatient
PPS recently introduced a new patient classification
system that eventually will result in more accurate
payments. However, in the near term, it has resulted in
higher payments because provider coding improved,
making patient complexity appear higher—although the
underlying patient complexity is unchanged. Any kind of
rapid change in policy, technology, or product can make it
difficult to measure costs per unit of comparable product.

To assess whether reported costs reflect the costs of
efficient providers, we examine recent trends in the
average cost per unit of output, variation in standardized
costs and cost growth, and evidence of change in the
product being furnished. One issue Medicare faces is

the extent to which private payers are exerting pressure
on providers to constrain costs. If private payers do not
exert pressure, providers’ costs will increase and, all other
things being equal, margins on Medicare patients will
decrease. Providers that are under pressure to constrain
costs generally have managed to slow their growth in cost
more than those facing less pressure (Gaskin and Hadley
1997, Medicare Payment Advisory Commission 2005).
Lack of cost pressure would be more common in markets
where a few providers dominate and have negotiating
leverage over payers.

In contrast, some have suggested that hospital costs,

for example, are largely outside the control of hospitals
and hospitals shift costs onto private insurers to offset
Medicare losses. This belief argues that costs are
immutable and are not influenced by whether the hospital
is under financial pressure. We find that costs do vary in

response to financial pressure and that low margins on
Medicare patients can result from a high cost structure
that has developed in reaction to high private-payer rates.
(See the hospital chapter in our 2009 report for a more
complete discussion of the relation between cost pressure
and Medicare margins (Medicare Payment Advisory
Commission 2009).)

Variation in cost growth among providers in a sector can
give us insight into the range of performance that facilities
are capable of achieving. For example, if some providers
in a given sector have more rapid growth in cost than
others, we might question whether those increases are
appropriate.

Changes in product can significantly affect unit costs.
Returning to the example of home health, substantial
reductions in the number of visits in home health episodes
would be expected to reduce the growth in costs per
episode. If costs per episode instead increased while

the number of visits decreased, one would question the
appropriateness of the cost growth.

In sum, Medicare payment policy should not be designed
simply to accommodate whatever level of cost growth

a sector demonstrates. Cost growth can oscillate from
year to year depending on economic conditions, relative
market power, and other factors. Policymakers should
accommodate cost growth in payment policy only after
taking into account a broad set of payment adequacy
indicators, including the current level of Medicare
payments.

What cost changes are expected in
20117

The second part of the Commission’s approach to
developing payment update recommendations is to
account for anticipated cost changes in the next payment
year. For each sector, we review evidence about the
factors that are expected to affect providers’ costs. A
major factor is change in input prices, as measured by the
applicable CMS price index. For facility providers, we
use the forecasted increase in an industry-specific index
of national input prices, called a market basket index.

For physician services, we use a CMS-derived weighted
average of price changes for inputs used to provide
physician services. Forecasts of these indexes approximate
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how much providers’ costs would rise in the coming
year if the quality and mix of inputs they use to furnish
care remained constant. Other factors include the trend
in actual cost growth, which may be used to inform our
estimate if it differs significantly from the market basket.

How should Medicare payments change
in 2011?

The Commission’s judgments about payment adequacy
and expected cost changes result in an update
recommendation for each payment system. Each year

we look at all the indicators of payment adequacy and
reevaluate any prior year assumptions using the most
recent data available. In addition, in some cases the
update may incorporate an allowance for productivity.
Competitive markets demand continual improvements

in productivity from workers and firms. These workers
and firms pay the taxes used to finance Medicare.
Medicare’s payment systems should exert the same
pressure on providers of health services. Consequently,
the Commission may choose to apply an adjustment to the
update to encourage providers to produce a unit of service
as efficiently as possible while maintaining quality. The
Commission begins its deliberations with the expectation
that Medicare should benefit from productivity gains in
the economy at large (the 10-year average of productivity
gains in the general economy, currently 1.3 percent). But
the Commission may alter that expectation depending

on the circumstances of a given set of providers in a
given year. This factor links Medicare’s expectations for
efficiency to the gains achieved by the firms and workers
who pay the taxes that fund Medicare.

In conjunction with the update recommendations, we

may also make recommendations about the distribution

of payments among providers. These distributional
changes are sometimes, but not always, budget neutral.
Our recommendations for pay for performance are one
example of distributional changes that will affect providers
differentially based on their performance.

The Medicare Prescription Drug, Improvement, and
Modernization Act of 2003 requires the Commission

to consider the budget consequences of our
recommendations. We document in this report how
spending for each recommendation would compare with
expected spending under current law. We develop rough
estimates of the impact of recommendations relative to

the current budget baseline, placing each recommendation
into one of several cost-impact categories. In addition,

we assess the impacts of our recommendations on
beneficiaries and providers.

As discussed in Chapter 1, it is essential to look at
payment adequacy not only within the context of
individual payment systems but also in terms of Medicare
as a whole. The Commission is alarmed by the trend

in Medicare spending per beneficiary—a growth rate

well above that of the economy overall—without a
commensurate increase in value to the program, such

as higher quality of care or improved health status. If
unchecked, the growth in spending, combined with
retirement of the baby boomers, will result in the Medicare
program absorbing unprecedented shares of the gross
domestic product and of federal spending. Slowing the
increase in Medicare outlays is important; indeed, it is
urgent. Medicare’s rising costs, coupled with the projected
growth in the number of beneficiaries, will significantly
burden taxpayers.

The financial future of Medicare prompts us to look at
payment policy and ask what can be done to develop,
implement, and refine payment systems to reward quality
and efficient use of resources while improving payment
equity.

In many past reports, the Commission has stated that
Medicare should institute policies that improve the value
of the program to beneficiaries and taxpayers. These
policies should help improve the Medicare payment
system. Policies such as pay for performance that link
payments to the quality of care providers furnish should be
implemented. To reduce unwarranted variation in volume
and expenditures, Medicare should collect and distribute
information about how providers’ practice styles and use
of resources compare with those of their peers. Ultimately,
this information could be used to adjust payments to
providers. Increasing the value of the Medicare program
to beneficiaries and taxpayers requires knowledge about
the costs and health outcomes of services. Until more
information on the comparative effectiveness of new

and existing health care treatments and technologies is
available, patients, providers, and the program will have
difficulty determining what constitutes high-quality care
and effective use of resources.
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As we examine each of the payment systems, we also
look for opportunities to develop policies that can create
incentives for providing high-quality care efficiently
across providers and over time. Some of the current
payment systems create strong incentives for increasing
volume, and very few of these systems encourage
providers to work together toward common goals. Future

Commission work will examine innovative policies for

the FFS program. Each year, however, the Commission
must closely examine a broad set of indicators, make sure
there is consistent pressure on providers to control their
costs, and set a demanding standard for determining which
providers qualify for a payment update each year. B
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R ECOMMENDA AT O N S

2A-1 The Congress should increase payment rates for the acute inpatient and outpatient
prospective payment systems in 2011 by the projected rate of increase in the hospital
market basket index, concurrent with implementation of a quality incentive payment
program.

COMMISSIONER VOTES: YES 16 * NO O « NOT VOTING O * ABSENT 1

To restore budget neutrality, the Congress should require the Secretary to fully offset
increases in inpatient payments due to hospitals’ documentation and coding improvements.
To accomplish this goal, the Secretary must reduce payment rates in the inpatient
prospective payment system by the same percentage (not to exceed 2 percentage

points) each year in 2011, 2012, and 2013. The lower rates would remain in place until
overpayments are fully recovered.

COMMISSIONER VOTES: YES 16 « NO O « NOT VOTING O * ABSENT 1




SECTION

Hospital inpatient and
outpatient services

Section summary In this section

The 3,500 hospitals participating in the inpatient prospective payment system .
P p ) bating ) P P . P p y' . Y * Are Medicare payments
had more than 10 million fee-for-service (FFS) Medicare admissions in 2008.

adequate in 2010?
Payments to these hospitals for Medicare inpatient and outpatient FES SErvices ...,
per beneficiary grew by 3.7 percent from 2007 to 2008, resulting in hospitals * How should Medicare
receiving approximately $139 billion for inpatient and outpatient services. payments change in 20117

Assessment of payment adequacy

Most indicators of payment adequacy are positive, but profit margins on
Medicare patients remain negative for most hospitals. Considering all
indicators, the Commission recommends that payment rates for the acute
inpatient and outpatient prospective payment systems in 2011 be increased by
the projected rate of increase in the hospital market basket index, concurrent
with implementation of a budget-neutral quality incentive payment program.
The resulting increase in payments a hospital receives would be a function of
the update and its performance on quality measures. On net, a well-performing
hospital would receive more than the update and a poor performer would

receive less than the full update.

Beneficiaries’ access to care—Access measures include the capacity of

providers and changes in the volume of services over time.

e Capacity and supply of providers—The supply of hospitals, range of

services offered, and the number of hospital employees all continue to grow.
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*  Volume of services—The volume of hospital outpatient services per Medicare
beneficiary from 2003 to 2008 grew more than 4 percent per year. While this
growth was partly due to a shift of services from the inpatient to the outpatient

setting, inpatient services declined by only 0.1 percent annually.

Quality of care—Quality continues to improve on most measures. Hospitals
reduced 30-day mortality rates across all 6 conditions monitored, process-of-care
measures improved, and patient satisfaction improved. However, readmission rates

remained unchanged, and indicators of patient safety showed mixed results.

Providers’ access to capital—Access to capital has been volatile over the past year.
Credit markets froze in late 2008, but by late 2009 interest rates paid by hospitals
had fallen and the monthly volume of bond offerings in 2009 was roughly the same
as in 2007.

Medicare payments and providers’ costs—In 2008, Medicare payments per
discharge rose by 4.5 percent, compared with 5.5 percent growth in costs per
discharge. Roughly 3 percentage points of the payment growth was due to updates
of Medicare payment rates; the rest was due to more detailed documentation and
coding of diagnoses that accompanied payment system refinements. The overall

Medicare margin declined from —6 percent to —7.2 percent from 2007 to 2008.

Efficient providers—To assess whether current Medicare payments are adequate
to cover the costs of efficient providers, we examined financial outcomes for a
set of hospitals that consistently perform relatively well on cost, mortality, and
readmission measures. We find that Medicare payments cover the fully allocated
costs of the median efficient hospital; however, we also find that most of these

hospitals do not generate significant profits from serving Medicare beneficiaries.

Documentation and coding adjustment

To ensure that the aggregate level of hospital payments is correct, the update
recommendation is coupled with a recommendation to correct for the effect

of improved documentation and coding on Medicare payments. As expected,
implementation of Medicare severity—diagnosis related groups (MS—-DRGs) in 2008
gave hospitals a financial incentive to improve medical record documentation and
diagnosis coding to more fully account for each patient’s severity of illness. While
documentation and coding improvements appropriately improve measurement of
patient severity, they also increase reported case mix under MS—DRGs without
areal increase in patient severity or the resources hospitals must use to furnish
inpatient care. To ensure that the transition to MS—DRGs is budget neutral, an
offsetting adjustment must be applied to the Medicare base payment amounts. We

recommend spreading this budget-neutrality adjustment out over several years. B
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TABLE
2A-1

Growth in Medicare inpatient and outpatient spending

Annual rate of change

Type of spending 2003 2006 2007 2008 2003-2008
Hospital inpatient services
Total FFS payments (in billions) $95 $107 $107 $109 2.7%
Payments per FFS enrollee 2,740 3,060 3,120 3,210 3.2
Hospital outpatient services
Total FFS payments (in billions) 21 28 29 30 7.4
Payments per FFS enrollee 650 860 930 990 8.8

Note:

FFS (fee-for-service). Reported hospital spending includes all hospitals covered by Medicare’s inpatient and outpatient prospective payment systems and critical

access hospitals. Maryland hospitals are excluded. Fiscal year 2008 payments include partial imputation to account for hospitals that typically do not submit
their cost reports to CMS before CMS makes the most recent year available to the public. Although the number of Medicare beneficiaries grew significantly from
2003 to 2008, the number of FFS beneficiaries declined over that time due to the shift of beneficiaries to the Medicare Advantage program. For the purposes
of calculating payments per beneficiary, we identified populations of beneficiaries eligible for inpatient (Part A) and outpatient (Part B) coverage and excluded

enrollees in Maryland.

Source: MedPAC analysis of CMS hospital cost reports and Medicare Provider Analysis and Review files.

Hospitals provide Medicare beneficiaries with inpatient
care for the diagnosis and treatment of acute conditions
and manifestations of chronic conditions. They also
provide ambulatory care through outpatient departments
and emergency rooms. In addition, many hospitals
provide home health, skilled nursing facility, psychiatric,
or rehabilitation services. To be eligible for Medicare
payment, short-term general and specialty hospitals must
meet the program’s conditions of participation and agree
to accept Medicare rates as payment in full.

Medicare spending on hospitals

In 2008, Medicare spent $109 billion on fee-for-service
(FFS) inpatient care and $30 billion on FFS outpatient
care at general acute care hospitals (Table 2A-1). Acute
inpatient and outpatient services represented more than
90 percent of Medicare FFS spending on general acute
care hospitals. Aggregate FFS spending growth was slow
in recent years due to Medicare beneficiaries shifting
from FFS Medicare to Medicare Advantage plans. But on
a per capita basis (including spending at critical access
hospitals (CAHs)), Medicare inpatient spending per FFS
enrollee grew from 2003 to 2008 by 3.2 percent per year.
During the same five-year period, outpatient spending
per FES enrollee grew by 8.8 percent per year. The

higher growth in outpatient services reflects an ongoing
shift of services from an inpatient to an outpatient
setting, changes in available technology, and increases in
outpatient payments to small rural hospitals as they shift
to CAH status.

Medicare’s payment systems for inpatient
and outpatient services

Medicare’s inpatient and outpatient prospective payment
systems (PPS) have a similar basic construct. Each has a
base rate modified for differences in type of case or service
as well as geographic differences in wages. However, in
addition to different units of service (bundled services
within a hospital stay vs. individual or smaller bundles of
outpatient services), each has a somewhat different set of
payment adjustments.

Acute inpatient payment system

Medicare’s acute inpatient PPS (IPPS) pays hospitals a
predetermined amount for most discharges. The payment
rate is the product of a base payment rate and a relative
weight that reflects the expected costliness of cases in a
particular clinical category compared with the average of
all cases. The labor-related portion of the payment rate

is further adjusted by the hospital wage index to account
for differences in area wages. Payment rates are updated
annually.
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More hospitals opened than closed each year from 2002 to 2008
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Source: MedPAC analysis of CMS Provider of Services file, CMS Hospital Cost Reports, and CMS FY2010 Impact File.

In 2008, CMS implemented a new clinical categorization
system called Medicare severity—diagnosis related

groups (MS-DRGs). The MS-DRG system classifies
patient cases in one of 746 groups, which reflect similar
principal diagnoses, procedures, and severity levels.

The new severity levels are determined on the basis of
whether patients have a complication or comorbidity (CC)
associated with the base DRG (no CC, a nonmajor CC, or
a major CC).

The acute IPPS includes adjustments to payments

for certain cases and for hospitals with specific
characteristics. The indirect medical education (IME)
adjustment is made to account for the higher costs of
patient care in teaching hospitals. Disproportionate share
hospital payments are made to hospitals that treat a large
share of low-income patients. Outlier payments are made
to hospitals that treat patients with unusually high costs.
Extra payments are also made to hospitals classified

as sole community and Medicare-dependent hospitals.

Finally, certain groups of hospitals, such as CAHs,
are exempted from the IPPS and receive cost-based
payments.

A more detailed description of the acute IPPS can be
found at: http://www.medpac.gov/documents/MedPAC_
Payment_Basics_09_hospital.pdf.

Hospital outpatient payment system

The outpatient PPS (OPPS) pays hospitals a predetermined
amount per service. CMS assigns each outpatient

service to 1 of approximately 800 ambulatory payment
classification (APC) groups. Each APC has a relative
weight based on its median cost of service compared with
the median cost of a midlevel clinic visit. A conversion
factor translates relative weights into dollar payment
amounts. A more detailed description of the OPPS can be
found at: http://www.medpac.gov/documents/MedPAC_
Payment_Basics_09_OPD.pdf.
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Are Medicare payments adequate in
2010?

To address whether payments for the current year (2010)

are adequate to cover the costs efficient hospitals incur,

we examine several indicators of payment adequacy. We
consider beneficiaries’ access to care, changes in the volume
of services, changes in the quality of care, hospitals’ access
to capital, and the relationship of Medicare’s payments to
hospitals’ costs for both average and relatively efficient
hospitals. Most of our payment adequacy indicators for
hospitals are positive, but profit margins on Medicare
patients remain negative for most hospitals.

Beneficiaries’ access to care: Access
remained positive, as hospital capacity
generally grew over period reviewed

We assess beneficiaries” access to care by tracking

the number of hospitals participating in the Medicare
program, hospital employment, and the proportion of
hospitals offering certain specialty and outpatient services.
In general, we find that hospitals’ capacity to provide most
services is improving.

Capacity and supply of providers: Expanding
number of hospitals

To examine supply and capacity, we tracked the number
of hospitals participating in the Medicare program and
the proportion of hospitals offering certain specialty and
outpatient services. In general, we found that between
2002 and 2008, hospitals’ capacity to provide most
services is expanding.

For seven consecutive years, more Medicare-participating
acute care hospitals opened than closed (Figure 2A-1). In
2008, 52 hospitals opened and 8 closed. Since 2001, the
number of short-term acute care hospitals participating in
the Medicare program grew by 200, to roughly 4,800 in
2008. In that year, more than 1,300 of the 4,800 hospitals
were CAHs.!

Hospitals entering the Medicare program in 2008 were on
average smaller than those that left the program. Among
the 52 hospitals that opened in 2008, the average size was
73 beds. Ninety percent of these hospitals were in urban
areas, and 50 percent were for profit. Approximately 15 of
the new participants appeared to be specialty hospitals. In
contrast, the 8 hospitals that closed had an average size of
172 beds, and all were urban hospitals with more than 50
beds. Because of hospital openings and some expansions,

the number of staffed acute care hospital beds across
the nation rose by 1 percent to roughly 754,000 in 2008
(American Hospital Association 2009).

Breadth of services: Specialized services growing

In recent years, short-term general acute care hospitals
have continued to expand the scope of services they offer.
Our analysis of 12 specialized hospital services from 2004
to 2007 found that the share of hospitals and their affiliates
providing each service increased for all but two services
(Table 2A-2, p. 46).2 Over this period, only the share of
hospitals offering urgent care services declined, falling by
2 percentage points to 33 percent of hospitals in 2007.

Volume of services: Outpatient grew, inpatient
was fairly constant

To examine changes in volume of services, we used the
number of discharges per FFS beneficiary as an indicator
of inpatient volume and measured outpatient volume

by the number of services per FFS beneficiary. The
measurement units differ because the IPPS generally pays
for a bundle of services, while the OPPS generally pays
for individual services.® Although volume of services is
not an ideal measure of access, increases in the volume of
services provided per beneficiary suggest that access did
not decline.

Outpatient and inpatient volume

From 2003 through 2008, the volume of outpatient
services per FFS beneficiary increased at roughly a 4.5
percent annual rate (Figure 2A-2). Part of the increase

was due to a shift in services from inpatient to outpatient
settings. For example, services such as pacemaker
implantation that once were performed only as an inpatient
service are now often done in an outpatient setting.

Another part of the growth is explained by an increase in
the volume of observation units (hours of care), which are
considered outpatient services. For example, from 2007
to 2008 the growth in the number of observation units per
FFS beneficiary increased at a robust rate of 17 percent.*

Given the shift of services to the outpatient setting and
growth in observation services, we might expect inpatient
volumes to decline significantly, but hospitals have been
able to maintain a relatively steady volume of Medicare
inpatient stays per FFS beneficiary. This finding suggests
that hospitals have been able to replace the volume of
services lost to the outpatient setting with other inpatient
services. Another indicator that at least some hospitals
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TABLE
2A-2

The share of hospitals offering specialized services grew from 2004 to 2007

Type of specialized service 2004 2005 2006 2007 Percentage point change
Palliative care program 35% 39% 42% 42% 7%
Orthopedic 73 75 78 78 5
Cardiac catheterization 43 47 48 48 5
Magnetic resonance imaging 85 86 89 89 4
Open heart surgery 31 34 34 35 4
Positron emission tomography (PET) scanner N/A 41 43 45 4*
Bariatric/weight control 27 28 30 30 3
CT scanner 94 94 96 96 2
Hemodialysis 52 53 54 54 2
Emergency department 94 94 96 95 1
Trauma center (level 1 to 3) 42 42 42 42 0
Urgent care center 35 34 34 33 -2

Note:

N/A (not available), CT (computed tomography). Data are for services provided directly by community hospitals, which include critical access hospitals in addition

to those covered by the acute inpatient and outpatient prospective payment systems.
*Percentage point change in PET scanners is calculated from 2005 to 2007.

Source: American Hospital Association annual survey of hospitals.

want to increase their volumes of Medicare patients is that
some hospitals are willing to discount patient deductibles
in exchange for being included in medigap plans’
preferred provider networks (see;online Appendix B!to this
chapter, available at http://www.medpac.gov).

While Medicare discharges per beneficiary remained
relatively flat in 2008, Medicare patients’ average

length of stay continued its slow decline, and overall
occupancy rates remained constant as population growth
roughly offset declines in length of stay. From 2003 to
2008, across all hospitals, the average length of stay for
Medicare patients declined slightly from 5.1 days to

4.9 days. In addition, the aggregate supply of hospital
beds and occupancy rates remained steady at 65 percent
to 66 percent across all hospitals from 2006 to 2008.

In 2008, average occupancy rates were 69 percent for
urban hospitals and 51 percent for rural hospitals, though
individual occupancy rates varied widely (American
Hospital Association 2009).

Quality of care: Most measures showed
improvement

Most inpatient hospital quality-of-care measures
continued to show improvement. From 2005 through
2008, in-hospital and 30-day mortality rates declined and
both process-of-care measures and patient satisfaction

improved. However, patient safety indicators showed
mixed results and readmission rates remained fairly
constant in recent years.

To assess quality in hospitals, we examined rates of in-
hospital mortality and mortality within 30 days after
discharge from the hospital as well as the incidence of
potentially preventable adverse events resulting from
inpatient care. These measures were developed and

are maintained by the Agency for Healthcare Research
and Quality (AHRQ). Our mortality measures are from
AHRQ’s inpatient quality indicators (IQIs), and the
adverse events measures are from its patient safety
indicators (PSIs) (Agency for Healthcare Research and
Quality 2007a, Agency for Healthcare Research and
Quality 2007b). We used only the IQIs and PSIs that
AHRQ concluded—after reviewing its indicators for
variation and potential bias—had the strongest evidence
base. We calculated the IQIs and PSIs based on all
Medicare inpatient claims with specified conditions or
procedures in CMS’s Medicare Provider Analysis and
Review claims data files and risk adjusted these data by
using a modified version of the methodology AHRQ uses.

From 2005 through 2008, risk-adjusted in-hospital and 30-
day mortality rates declined by a statistically significant
amount for each of five conditions we measured: acute
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myocardial infarction, congestive heart failure, stroke,

hip fracture, and pneumonia. For three procedures we
measured—esophageal resection, pancreatic resection, and
repair of abdominal aortic aneurysm (AAA)—in-hospital
and 30-day mortality rates declined, but in only one
instance (in-hospital mortality rate for AAA repair) was
the decrease statistically significant.

The rates of adverse events improved from 2005 to 2008
for one of the six conditions we monitored and worsened
for two others, with another three showing no statistically
significant changes (Table 2A-3). The rates for most of
these indicators are extremely small, making it difficult

to detect statistically significant changes or trends. All
reported trends in patient safety indicators should be viewed
with caution, given that changes in coding practices and not
just changes in the underlying quality of care could have
affected the reported rate (Agency for Healthcare Research
and Quality 2007a, Agency for Healthcare Research and
Quality 2007b, Agency for Healthcare Research and
Quality 2009). The rates and frequency of these events are

Medicare outpatient services grew
while hospital inpatient discharges
per FFS enrollee were fairly
constant from 2003 to 2008
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TABLE
2A-3 Patient safety indicators
are mixed, 2005-2008
Number
Change in rate  of events
Patient safety indicator 2005 to 2008 2008
Postoperative PE or DVT Worse 46,144
Accidental puncture or No difference 29,157
laceration
Postoperative respiratory failure Worse 23,073
latrogenic pneumothorax No difference 8,178
Death among surgical
inpatients with treatable
serious complications Better 6,345
Postoperative wound
dehiscence No difference 1,365
Note:  PE (pulmonary embolism), DVT (deep vein thrombosis). “Better” indicates

that the risk-adjusted rate per 10,000 eligible discharges has decreased
by a statistically significant amount using a p=0.01 criterion. “No
difference” indicates that the difference is not statistically significant using
a p=0.01 criterion. Reported events are not strictly comparable to earlier
MedPAC analyses (Medicare Payment Advisory Commission 2008) due
to changes over time in the Agency for Healthcare Research (AHRQ) risk-
adjustment methodology and changes in measure specifications (e.g.,
which patients are excluded from the set of eligible cases).

Source: MedPAC analysis of CMS Medicare Provider Analysis and Review data

using AHRQ Patient Safety Indicators Version 3.2.

nevertheless important, as they represent injuries to patients
or complications from clinical procedures that often

can be avoided with appropriate medical care. The most
common adverse events we measured between 2005 and
2008 were postoperative pulmonary embolism and deep
vein thrombosis—rare but life-threatening complications
of surgery—for which the risk-adjusted rate in our sample
of Medicare patients worsened slightly. The second most
common event was accidental puncture or laceration, for
which the rate did not change significantly over the period
reviewed.

Other sources of information on changes in hospital
quality generally corroborate our findings. The
Commonwealth Fund’s 2009 report entitled “State
Scorecard of Health System Performance” analyzed state-
level data on process indicators that hospitals reported to
CMS as a requirement to receive a full hospital market
basket index update (CMS publishes hospital-specific
measures on the Hospital Compare website—www.
hospitalcompare.hhs.gov). This analysis found that, at

the state level, “the quality of hospital care for heart
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Hospital employment growth
over the last 24 months
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attack, heart failure, pneumonia, and the prevention of
surgical complications improved dramatically, as all states
gained ground and the variation across states narrowed”
(Commonwealth Fund 2009). The report also noted that
substantial room for improvement remained in providing
basic care for people hospitalized with these conditions. In
addition, a separate report found that patients’ satisfaction
with hospitals continued to improve (Press Ganey 2009).

On readmission rates, the Commonwealth Fund found
that “30-day hospital readmission rate among all Medicare
beneficiaries either failed to improve or increased across
most states from 2003—04 to 2006-07.” Our analysis of
readmission rates found similar results. The Commission
has previously discussed the potential effects that
hospitals’ discharge planning and care transition processes
can have on readmission rates, which also are affected

by the cohesion or fragmentation of care beneficiaries
receive in the community (Medicare Payment Advisory
Commission 2007, Medicare Payment Advisory
Commission 2008).

Hospitals’ access to capital is normalizing

Access to capital allows hospitals to maintain and
modernize their facilities. If hospitals were unable to

access capital, it might in part reflect problems with the
adequacy of Medicare payments, as Medicare provides
about 30 percent of hospital revenues. While access to

capital froze in 2008, it has recovered to a normal level.

Our March 2009 report noted that economy wide
disruptions in the credit markets had caused hospitals
to experience difficulties in accessing capital in the fall
of 2008. However, credit markets began recovering in
2009 and are now operating in a more normal manner
(Evans 2009). In November 2009, the average interest
rate for A-rated hospital municipal bonds (30 year) was
6.13 percent, well below the 7.25 percent rate reported
in November 2008 (Cain Brothers 2009). The volume
of bond offerings has returned to relatively high levels.
Through October 2009, the average rate of bond offerings
was $3.4 billion per month, only slightly lower than the
record set in 2008 and on par with the 2007 levels.?

Moody’s recently reported that nonprofit hospitals’ median
capital spending in 2008 was equal to approximately

1.6 times their depreciation expenses, compared with

1.4 times and 1.5 times in 2006 and 2007, respectively
(Moody’s 2009). This trend signifies that most nonprofit
hospitals were going beyond replacing worn-out plants
and equipment. The two other major rating agencies,
Standard & Poor’s and Fitch, reported similar increasing
trends in hospitals’ capital expenditures through most of
2008 (Fitch Ratings 2009, Standard & Poor’s 2009).

Recent trends in spending on hospital construction suggest
that access to capital remained adequate. The Census
Bureau reported that hospital construction increased each
year from 1999 to 2008 and that spending on hospital
construction doubled from 2000 to 2008, even after
adjusting for inflation.® Construction spending totaled
nearly $33 billion in 2008, and the Census Bureau
projected that the 2009 level will be similar. Modern
Healthcare’s 2009 Construction & Design survey found
anecdotal evidence that, while cancelation of ongoing
hospital construction projects “remained somewhat

rare, more projects are being delayed or reduced in

scope” (Robeznieks 2009). This finding may explain

why spending leveled off in 2009 after increasing for
several years. Looking forward, other surveys of health
care construction firms suggest that spending on hospital
construction will remain at current levels (Haughey 2009).

While declining interest rates, stable bond issuances,
and stable construction are positive indicators of access
to capital, it appears that the financial crises of 2008 and
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associated decline in credit ratings caused construction
spending to level off, ending several years of rapid growth.
In 2009, bond rating agencies’ evaluations of nonprofit
hospitals downgraded more hospital debt than they
upgraded. For example, Standard & Poor’s downgrades in
2008 represented a 10-year peak, and in 2009 downgrades
far outnumbered upgrades through June 1, 2009. Rating
agencies attribute 2008 and 2009 downgrades in part to
hospitals’ recent losses in investment income (Standard &
Poor’s 2009).

Hospital employment grew in the last two years

Changes in hospital employment levels broadly reflect

the capacity of the hospital sector to furnish care and

may be a proxy for the sector’s overall financial health
(Figure 2A-3). Over the past two years (January 2008 to
December 2009), the Bureau of Labor Statistics reports
that hospitals’ employment increased 3.7 percent to

more than 4.7 million employees, with all but one state
showing increased hospital employment during the period.
Over two years, employment grew in patient care and
non-patient care occupations (registered nurses (RNs)

6 percent (equal to 85,000 more RNs), pharmacists 6
percent, diagnostic sonographers 11 percent, nuclear
medicine technicians 8 percent, and business and financial
operations 10 percent). Employment of licensed practical
nurses (LPNs) declined by 4.7 percent (8,000 fewer LPNs)
as hospitals continued to move toward nurses with higher
levels of education. While hospital employment has grown
over the past two years on average, the employment trend
has not been consistent during this period. From roughly
December 2008 to August 2009, hospital employment
levels stagnated. Employment levels began to grow again
in aggregate in September through December of 2009,

but there are reports of individual hospitals reducing the
number of employees.

Medicare payments and providers’ costs:
2008 margins declined as cost growth
outpaced growth in payments

In assessing payment adequacy, the Commission also
considers the estimated relationship between Medicare
payments and hospitals’ costs for furnishing care to
Medicare patients. We assess the adequacy of Medicare
payments for the hospital as a whole, and thus our primary
indicator of the relationship between payments and costs
is the overall Medicare margin. This margin includes all
payments and Medicare-allowable costs attributable to
Medicare patients for the six largest services that hospitals
provide plus graduate medical education.

We report the overall margin on services to Medicare
patients across service lines because no hospital service is
a purely independent business. For example, operating a
skilled nursing facility (SNF) can improve the profitability
of acute care services when an in-hospital SNF allows
hospitals to safely discharge patients sooner from their
acute care beds. In addition, there are cost allocation
issues, such as allocating a portion of a hospital’s
administrative costs to a home health subsidiary, which
may distort the profit margins of both the home health
agency and the hospital. Only by combining data for all
major services can we estimate Medicare margins without
the influence of how overhead costs are allocated. The
hospital update recommendation in this chapter will apply
to hospital inpatient and outpatient payments; payments
for the other distinct units of the hospital such as a SNF
are governed by payment rates for those payment systems.

Documentation and coding improvements
contributed to a rise in payments per discharge in
2008

Growth in Medicare hospital payments per discharge
depends primarily on the annual payment updates and
changes in reported case mix. In 2008, the weighted
average of the operating and capital payment updates

was roughly 3 percent. However, inpatient payments

per discharge increased by 4.5 percent. The difference
between the update and payment growth was primarily
due to reported increases in case mix. An analysis by CMS
and a separate analysis by the Commission have concluded
that the reported jump in case mix was due to hospitals’
documentation and coding improvements (DCI) in
response to the financial incentives associated with CMS’s
adoption of MS-DRGs in 2008 (Centers for Medicare

& Medicaid Services 2009, Medicare Payment Advisory
Commission 2009b). That is, the change in reported

case mix reflected improvements in coding and not an
actual shift toward patients whose care required greater
resources. Under MS—-DRGs, hospitals receive higher
relative weights and payments if they report more detailed
information on patients’ complications and comorbidities.
Once hospitals were given an incentive to report more
detailed information, they did so. The result was a sharp
increase in reported case mix (Figure 2A-4, p. 50).
Reported case mix grew by 2 percent and we found DCI
of 2.5 percent, suggesting a net decline in real case mix of
roughly 0.5 percent. The net effect of the improved coding
was an overpayment of 1.9 percent for inpatient services in
2008 (Medicare Payment Advisory Commission 2009a).
Under current law, these overpayments will have to be
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Until fiscal year 2008, recent
changes in Medicare inpatient
hospital payments reflected
modest changes in case mix
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repaid through reduced payments in the future. For more
details on DCI see online Appendix A to this chapter.

Hospital cost growth increased in 2008 as
underlying input prices also rose

Medicare inpatient costs per discharge increased at a
faster rate (5.5 percent) in 2008 than in 2007 (Table 2A-

TABLE
2A-4

Cost growth increases in 2008

Annual cost growth

Type of cost 2006 2007 2008
Inpatient costs per discharge 5.1% 42%  5.5%
Outpatient costs per service 2.6 5.6 5.1
Weighted average 4.6 4.5 54

Note:  The cost growth numbers are not adjusted for reported changes in case
mix. Analysis excludes critical access hospitals and Maryland hospitals.
The weighted average is based on hospitals’ inpatient and outpatient

Medicare costs.

Source: MedPAC analysis of Medicare Cost Report and claims files from CMS.

4). The jump in cost growth in 2008 was partly due to
higher underlying input price inflation, which climbed 4.3
percent in 2008, up from 3.4 percent in 2007. Outpatient
cost growth was slightly lower than inpatient cost growth,
resulting in a 5.4 percent weighted average increase per
unit for inpatient and outpatient services in 2008.

Trend in the overall Medicare margin

We define Medicare profit margins as Medicare payments
minus the allowable costs of treating Medicare patients,
all divided by Medicare payments. The overall Medicare
margin has trended downward since 1997 and has been
negative since 2003 (Figure 2A-5).” From 2007 to 2008,
the overall Medicare margin fell from —6.0 percent to —7.2
percent. The overall margin is dominated by inpatient

and outpatient services, which represent 92 percent of
hospitals’ Medicare revenues. The margin on Medicare
inpatient services fell from —3.7 percent to —4.7 percent,
and outpatient margins fell from —11.6 percent to —12.9
percent (Table 2A-5). The drop in margins is primarily
due to high cost growth in 2008. Inpatient cost growth

Medicare inpatient and
overall Medicare margins
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Source: MedPAC analysis of Medicare Cost Report file from CMS.

50 Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments


http://medpac.gov/chapters/Mar10_Ch02A_APPENDIX.pdf

TABLE

2A-5 Hospital Medicare margins
Measure 2004 2005 2006 2007 2008
Inpatient -0.3% -05% -22% -3.7% -4.7%
Outpatient -10.7 9.1 -10.9 -11.6 -129
Overall Medicare  -3.1 -3.1 -4.7 -6.0 -7.2

Note:  Data are for all hospitals covered by Medicare acute inpatient prospective
payment system in 2008. A margin is calculated as payments minus costs,
divided by payments; margins are based on Medicare-allowable costs.
Overall Medicare margin covers acute inpatient, outpatient, hospital-based
skilled nursing facility (including swing bed) and home health, and inpatient

psychiatric and rehabilitation services, plus graduate medical education.

Source: MedPAC analysis of Medicare Cost Report file from CMS.

(5.5 percent) was almost 3 percentage points higher than
the payment update in 2008, and this 3 percentage point
differential more than offset the almost 2 percent increase
in inpatient payments that occurred due to documentation
and coding improvements. The net result was
approximately a 1 percentage point decline in inpatient
and outpatient margins. While inpatient and outpatient
revenues represent 92 percent of all Medicare revenues,
declines in rehabilitation and psychiatric unit margins also
contributed slightly to the drop in 2008 overall Medicare
margins.

2008 Medicare margins by hospital type

We examined further breakouts of the overall Medicare
margin by hospital type. In 2008, the overall Medicare
margin for rural hospitals was about 1 percentage point
higher than the margin for urban hospitals (Table 2A-6).
The slower decline in rural margins is due to two factors:
the conversion of many small, low-margin rural hospitals
to CAH status and provisions in the Deficit Reduction Act
that allowed small rural Medicare-dependent hospitals to
use higher costs per discharge from a more recent base
year (2002) to calculate their hospital-specific rates and
also increased the cap on their disproportionate share
payments. We expect this differential will have grown in
2009, as many sole community hospitals received higher
payments through a recent policy change that allowed the
use of higher costs per discharge from a more recent base
year (2006) to calculate their hospital-specific rates (see
text box on pp. 52-53).

CAHs, which are not included in our margin calculations,
are under a cost-based reimbursement system that pays 1
percentage point more than costs for inpatient, outpatient,

and swing bed post-acute care services. These 1,300
hospitals account for about 30 percent of all Medicare
payments to rural hospitals. If we include CAHs in our
overall margin calculation, the overall Medicare margin
for rural hospitals in 2008 would be 1.9 percentage points
higher, or —4.5 percent.

Profit margins at for-profit hospitals continued to remain
above those for nonprofit hospitals. In 2008, for-profit
hospitals’ Medicare margins improved relative to nonprofit
hospitals” margins primarily because for-profit hospitals
had much lower growth in costs per discharge (3.3 percent
per discharge) than nonprofit hospitals (5.8 percent per
discharge).

The overall Medicare margin for major teaching hospitals
fell below zero (—1.5 percent) for the first time in 2008.
The drop in margin for major teaching hospitals was due
in large part to per case costs increasing much faster (6.7
percent) than payments (4.5 percent). Major teaching
hospitals saw both inpatient and outpatient Medicare
margins fall by 2 percentage points in 2008. Major

TABLE
2A-6

Overall Medicare margins
by hospital group

Hospital group 2004 2005 2006 2007 2008
All hospitals -3.1% -3.1% -47% -6.0% -7.2%
Urban -3.0 -3.1 -4.7 -6.1 -7.3
Rural (non-MSA) -3.3 -2.8 -4.5 -5.4 -6.4
Nonprofit -3.6 -3.7 -5.4 -6.7  -8.2
For profit -1.6 -1.3 -2.4 -3.6 29
Government -1.9 -1.2 -3.1 -4.7  -6.0
Maijor teaching 4.6 4.6 2.8 0.6 -1.5
Other teaching -3.4 -3.8 -5.3 -6.5 7.4
Nonteaching -7.0 =67 -8.2 -9.2 -10.0

Note:  MSA (metropolitan statistical area). Data are for all hospitals covered

by the Medicare acute inpatient prospective payment system in 2008.

A margin is calculated as payments minus costs, divided by payments;
margins are based on Medicare-allowable costs. Overall Medicare
margin covers acute inpatient, outpatient, hospital-based skilled nursing
facility (including swing bed) and home health, and inpatient psychiatric
and rehabilitation services, plus graduate medical education. Margins for
government hospitals should be interpreted with caution given the unique
financing circumstances of some government providers. The margins do
not include critical access hospitals, which are not part of the inpatient
prospective payment system; if they were included, rural margins would
have been -4.5 percent in 2008.

Source: MedPAC analysis of Medicare Cost Report file, Medicare Provider
Analysis and Review, and impact file from CMS.
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Policy changes between 2008 and 2010 increase some payments and
decrease others

number of payment policy changes in recent
Ayears affect our projection of 2010 hospital

margins as well as our ability to project
margins beyond 2010. We summarize the policy

changes affecting inpatient and outpatient payments
below.

Inpatient payments

CMS and the Congress made a variety of policy changes
affecting the acute inpatient prospective payment
system (IPPS) for fiscal year (FY) 2009 and FY 2010.
In response to a Commission recommendation, CMS
implemented Medicare severity—diagnosis related
groups (MS-DRGs), a new patient classification system
that better captures severity-of-illness differences
among patients and hospitals. CMS phased in MS—
DRGs beginning in 2008 and fully implemented the
new system in 2009. CMS and the Commission found
that hospitals responded to the financial incentives of
the MS-DRG system by improving medical record
documentation and diagnosis coding, which resulted

in assignment of cases to higher weighted MS—DRGs.
Because this change in assignments increased payments
without an accompanying increase in resources used,

it resulted in an unintended increase in payments.

As a part of the TMA, Abstinence Education, and QI
Programs Extension Act of 2007 (TMA), the Congress
mandated payment reductions of 0.6 percent in 2008
and an additional 0.9 percent in 2009 to offset the

effects of coding improvements projected by the CMS
Office of the Actuary. To the extent that the reductions
in the TMA differ from the actual effects of hospitals’
coding improvements, the Secretary of the Department
of Health and Human Services is required by law to
adjust hospital payments in 2010, 2011, and 2012 to
ensure that adoption of the MS—-DRGs is budget neutral.
In the 2010 IPPS final rule, CMS decided not to make
an adjustment to FY 2010 payments to offset the effects
of coding improvements in previous years or to offset
effects of coding improvements in 2010 and future
years. CMS opted to wait for FY 2009 claims data to
become available to determine how to adjust payment
rates to recoup excess spending for FY 2008 and FY
2009 and to prevent further overpayments in FY 2010
and beyond. As a result, current law requires the full
adjustment for documentation and coding improvements
to be made in 2011 and 2012. For more on the

future policy impact of documentation and coding
improvements, see online Appendix A to this chapter.

Hospitals may qualify for reclassification to a different
labor market for purposes of the wage index. Section
508 of the Medicare Prescription Drug, Improvement,
and Modernization Act of 2003 gave eligible hospitals an
opportunity for a one-time reclassification to a different
labor market and allowed this change to increase

their payments. CMS estimated that the expiration

of this provision at the end of FY 2009 will lower

(continued next page)

teaching hospitals, however, continue to have much
higher overall Medicare margins than the average IPPS
hospital. In large part, this difference is due to the extra
inpatient payments they receive through the IME and
disproportionate share adjustments. Commission analysis
shows that both these adjustments provide payments
substantially larger than the estimated effects that teaching
intensity and service to low-income patients have on
hospitals’ average costs per discharge (see the section on
IME adjustment on p. 54). Nonteaching hospitals, most of

which are in urban areas, had the lowest Medicare margins
of any hospital group.

Projected margins under current 2010 payment
policies

We estimate that the overall Medicare margin in 2010
(given 2010 policies) would be —5.9 percent, 1.3
percentage points higher than in 2008.% Our projection
reflects the effects of policy changes occurring between
2008 and 2010 (as summarized in the text box) and other
factors affecting hospital revenues and costs over that
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Policy changes between 2008 and 2010 increase some payments and
decrease others (cont.)

overall hospital payments in FY 2010 by $200 million
compared with payments that would have been made.

Rural hospitals

The Congress has established several special payments
for rural hospitals that continue to evolve and affect
Medicare spending. Effective January 1, 2009, the
Medicare Improvements for Patients and Providers Act
of 2008 (MIPPA) rebased payments to sole community
hospitals (SCHs) to allow use of the FY 2006 base
year for calculating the hospital-specific rate.” CMS
actuaries estimated that this policy will add $140
million in spending for the portion of FY 2009 when

it will be in effect and $550 million for all of FY 2010
(Centers for Medicare & Medicaid Services 2008).
The SCH provisions will significantly increase rural
hospital margins given that 48 percent of rural IPPS
hospitals are SCHs.

Outpatient payments

Currently, rural hospitals with 100 or fewer beds
receive hold-harmless outpatient payments. Payment
rates for these hospitals are based on the higher

of current outpatient prospective payment system
rates or the hospital’s historic payment-to-cost ratio.
MIPPA extended hold-harmless payments through
2009 to small rural hospitals and SCHs, but aggregate
outpatient payments are expected to decline in 2010
after the hold-harmless provision expires.

Health information technology

The American Recovery and Reinvestment Act of
2009 provided payment incentives to encourage
hospitals and other providers to adopt electronic health
record (EHR) technology. These health information
technology (HIT) payments are scheduled to begin in
2011 and to occur each year until 2017. Under the law,
a hospital will receive a HIT payment for each year

it is deemed a meaningful user of HIT—presumably
based on meeting certain criteria concerning the
capabilities of its EHR system. The payment will be
equal to an initial payment amount per hospital ($2
million base amount) plus a discharge-related amount
of $200 per patient discharge for all discharges between
the 1,150th and 23,000th discharge, both multiplied

by the hospital’s share of Medicare patients. The
Congressional Budget Office (CBO) roughly estimated
that the Medicare HIT provision will result in $1.5
billion in payments to hospitals in FY 2011 and a

total of $8.7 billion from 2011 to 2019.'° The law also
stipulates that, after a period of years, hospitals that fail
to meet the meaningful use criteria will be penalized
through the IPPS. CBO roughly estimates that these
penalties will begin in FY 20135, totaling $200 million
in 2015 and $2.6 billion through the end of FY 2019
(Congressional Budget Office 2009). Until we know
what the requirements will be for hospitals to meet the
“meaningful use” criteria and receive HIT payments,
there will be significant uncertainty about the timing
and level of HIT payments. B

two-year period. We expect margins to rise for two key
reasons:

*  Projected 2009 cost growth is lower than the payment
update in 2009, although it is unlikely that cost growth
will remain below the update in 2010.

*  Gains from documentation and coding improvements
will continue, without equivalent budget-neutrality
adjustments to offset the increased payments in 2009
and 2010.

The next section, on cost growth, discusses some of the
reasons why we believe cost growth fell in 2009 and why
it may rise again in 2010. The effects of documentation
and coding improvement are discussed in'online Appendix
A to this chapter.

Looking forward: Hospital cost growth appears to
have slowed in 2009

We expect that the growth rate in hospital costs slowed

in 2009. While 2009 Medicare cost report data are not
available, we have partial year data from the Census

MEdpAc |
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Bureau through June 2009 and from certain hospital
systems with publicly traded stocks or bonds for the nine
months ending in September 2009.!! These data sources
suggest that cost growth per discharge slowed in 2009

to between 1 percent and 3 percent, compared with 5.5
percent growth in 2008. One factor contributing to the
slower growth in 2009 was lower input price inflation,
estimated at 2.2 percent. Another factor was increasing
fiscal pressure from the recession and declining investment
portfolios, which appears to have led to better cost control
in 2009. Looking forward to 2010, there is considerable
uncertainty, but data from the census and for-profit
systems indicate that hospital profitability has rebounded
in 2009 (Census Bureau 2009). If profits return close to
trend in 2009, cost growth may return to trend in 2010.

Indirect medical education adjustment

Medicare makes two types of special payments to teaching
hospitals: direct medical education and IME payments.
Direct graduate medical education payments, which
totaled about $3 billion in 2008, are designated to pay

for Medicare’s share of the direct costs of teaching, such
as residents stipends, salaries for faculty, and related
programs’ overhead expenses. The IME adjustment
provides teaching hospitals with higher per case payment
rates to pay for the indirect effects of teaching (e.g.,
residents learning by doing, unmeasured patient severity)
on hospitals’ costs. Medicare IME payments totaled $6.5
billion in 2008. The IME adjustment currently increases
per case operating payments about 5.5 percent per 10
percent increment in the ratio of residents to hospital beds.
The IME adjustment, however, has been set considerably
above the estimated cost relationship between residents
and inpatient costs per case—analysis of 2008 cost reports
shows that teaching hospitals costs per case (operating and
capital combined) increase about 2 percent for every 10
percent increment in the ratio of residents to beds, a result
consistent with our prior analysis based on 2004 data
(Medicare Payment Advisory Commission 2007). In other
words, the current IME adjustment is set at more than
twice the level that can be empirically justified.

Over the past year, the Commission has had extensive
discussions on how physicians are trained and whether
changes are needed in how Medicare supports teaching
hospitals and graduate medical education programs.

In addition to further analysis of how and how much
Medicare should pay for the direct and indirect costs
of medical education, the Commission will continue to

discuss potential reforms that may encourage teaching
hospitals to prepare a balanced mix of health professionals
ready to meet society’s need for coordinated, efficient,
high-quality health care. We anticipate addressing these
issues in a future Commission report.

Private-payer profits, cost growth, and Medicare
margins

The level of hospitals’ private-payer profits has been
cyclical. During the first cycle (1986-1992), most insurers
still paid hospitals on the basis of their charges, with little
price negotiation or selective contracting. With limited
pressure from private payers, hospital margins on private-
payer business increased rapidly. In the second cycle
(1993-1999), health maintenance organizations (HMOs)
and other private insurers began to negotiate more
assertively with hospitals, and most insurers switched to
paying for inpatient services on the basis of DRGs or flat
per diem amounts for broad types of services. As a result,
hospitals’ payment-to-cost ratio for private payers declined
by 16 percentage points. However, by 2000, hospitals had
regained the upper hand in price negotiations because of
hospital consolidations and consumer backlash against
managed care. In the third cycle (2000-2007), private-
payer payment rates rose rapidly and hospitals’ payment-
to-cost ratio for private payers increased more than 16
percentage points. In 2007, private payers on average paid
hospitals more than 132 percent of their costs. As we have
discussed in the past, when profits on privately insured
patients are high, hospitals face less pressure to constrain
costs (Medicare Payment Advisory Commission 2009b).

Over the past 20 years, hospital cost growth has moved

in parallel with margins on private-payer patients.
Because managed care restrained private-payer payment
rates, hospitals’ rate of cost growth was below input

price inflation from 1994 through 2000 (Figure 2A-6).
However, from 2001 through 2008, after private-payer
profits increased, hospitals’ rate of cost growth was higher
than the rate of increase in the market basket index. Thus,
Medicare margins have declined.

Due to high private-payer payments, all-payer margins

for hospitals reached 6.1 percent in 2007, the highest

level recorded since 1997. However, the picture changed
rapidly in September 2008 with the collapse of the bond
and stock markets. Total all-payer margins in 2008 fell to
1.9 percent, the lowest level in more than a decade. Even
operating margins for all payers, which exclude investment
income, fell from 4.4 percent to 1.6 percent, reflecting

54 Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments



the strong cost growth in 2008 without a compensating
increase in average payment rates from hospitals’ mix of
insured and uninsured patients.

Hospital-level financial pressure and hospital costs The
effect of financial pressure on hospitals’ costs is not only
evident over time, it is also evident when comparing
hospitals facing different levels of financial pressure to
constrain costs. Some hospitals have strong profits on
non-Medicare services and investments and are under
little pressure to constrain their costs. Other hospitals,
with thin profits on non-Medicare services, face overall
losses (and possibly closure) if they do not constrain
costs and generate profits on Medicare patients. To
determine whether financial pressure leads to lower
costs, we grouped hospitals into three levels of financial
pressure from private payers: high, medium, and low.
We then tested whether hospitals under high levels of
financial pressure from 2003 to 2007 ended up with
lower standardized inpatient costs per discharge in 2008
than hospitals under medium and low levels of financial
pressure during the same five-year period.

We defined high-pressure hospitals as those that met two
criteria:

*  Median non-Medicare profit margin was 1 percent
or less from 2003 to 2007. Non-Medicare margins
reflect the sum of net profit (or loss) on private-payer,
Medicaid, self-pay, and charity cases, as well as
nonpatient revenues and costs.

e  Net worth would have grown by less than 1 percent
per year from 2003 to 2007 if the hospital’s Medicare
profits had been zero. This situation would indicate
that the hospital depended on Medicare profits to grow
its net worth.

We defined low-pressure hospitals as those that could
grow their net worth even if they suffered Medicare losses.
Low-pressure hospitals met the following two criteria:

*  Median non-Medicare margin was greater than 5
percent from 2003 to 2007.

e Net worth would have grown by more than 1 percent
per year if the hospital’s Medicare profits were zero.
This condition would indicate that the hospital did not
depend on Medicare profits to grow its net worth.

Findings on financial pressure We found that hospitals
under high financial pressure from 2003 to 2007 restrained
their Medicare standardized costs per discharge in 2008 to

Costs have risen faster than the
market basket since 2001

—o— Medicare
inpatient annual
change in costs
per discharge
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Note:  The market basket index measures annual changes in the prices of the
goods and services hospitals use to deliver care.

Source: Medicare analysis of Medicare Cost Report files from CMS and annual
final rules for the inpatient prospective payment system from CMS.

91 percent of the national median, while hospitals under
low financial pressure had 2008 median standardized costs
equal to 104 percent of the national median (Table 2A-

7, p. 56). However, the difference was less pronounced
among for-profit hospitals. For-profit hospitals under high
pressure had median Medicare standardized costs at 92
percent of the national median, while for-profit hospitals
under low financial pressure had standardized costs equal
to 99 percent of the national median. This finding suggests
that for-profit hospitals constrain costs even when they are
under little financial pressure. Put differently, if both types
of hospitals receive high rates from private payers, the
higher revenues will tend to be reflected as higher costs in
nonprofit hospitals, but in for-profit hospitals a larger share
of the revenue is retained as profits for shareholders.

Comparing this year’s findings about hospitals under
financial pressure with the last two years” work, we find
consistent results. A difference worth highlighting is that
the share of hospitals under financial pressure declined
from 2005 to 2007 (from 32 percent to 26 percent of

all hospitals) due to a steady increase in non-Medicare
margins through 2007. However, this trend halted in
2008 when many hospitals had significant losses on
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TABLE
2A-7

High financial pressure leads hospitals to constrain costs

Level of financial pressure 2003 to 2007

High Medium Low
pressure pressure pressure
2008 financial characteristics (medians)
Non-Medicare margin (private, Medicaid, uninsured) -5.1%* 1.9% 9.1%
Standardized cost per Medicare discharge
(as a share of the national median), 2008
All (for-profit and nonprofit) hospitals o1+ 96 104
Nonprofit hospital 90* 95 105
For-profit hospital 92 98 99
Growth in cost per discharge 2005 to 2008 52 4.9 55
Overall 2008 Medicare margin 3.7* -2.5 -12.1
Patient characteristics (2008 medians)
Total hospital discharges 4,812* 8,236 7,318
Medicare FFS share of inpatient days 44% 43% 45%
Medicaid share of inpatient days 12.5* 10.9 10.5
Medicare case-mix index 1.28* 1.41 1.41
Hospital characteristics, 2008
Number of:
All hospitals 740 391 1,742
Rural hospitals 243 103 503
For-profit hospitals 187 52 348
Maior teaching hospitals 125 42 88
Share of:
All hospitals 26% 14% 61%
Rural hospitals 29 12 59
For-profit hospitals 32 9 59
Maijor teaching hospitals 49 16 35

Note:
low-income Medicare patients on costs per discharge.

(FFS) fee-for-service. Standardized costs are adjusted for hospital case mix, wage index, outliers, transfer cases, interest expense, and the effect of teaching and

* Indicates significantly different from low-pressure hospitals using p=0.01 and a Wilcoxon rank test. A Wilcoxon rank test is used to limit the influence of the few
g Yy P P gp

hospitals that report very low or very large costs per discharge.

Source: MedPAC analysis of Medicare Cost Report and claims files from CMS available as of August 2009.

their investment portfolios and experienced low overall
profitability. Due to the decline in profits in 2008, financial
pressure should have been higher when 2009 budgets were
set and we expect to see a decline in the average hospital’s
rate of cost growth from 2008 to 2009.

Hospitals under high financial pressure tend to be those
with smaller operations, a lower case-mix index, and a

higher share of patients covered by Medicaid. This mix of
characteristics can lead to financial pressure, which can
force hospitals to constrain costs. As we found last year,
the set of hospitals under a high level of financial pressure
includes hospitals in different locations (rural and urban)
and teaching hospitals as well as nonteaching hospitals.
Although the need to constrain costs can be a positive
effect of financial pressure, a concern is whether hospitals
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can constrain costs and still deliver high-quality care. We
explore this issue next.

Exploring hospital efficiency

The goal of our analysis of relatively efficient hospitals is
to examine the group of hospitals that perform relatively
well on both cost and quality metrics while serving a broad
spectrum of patients. We examine hospital-level mortality,
readmission, and inpatient cost metrics; providers’ payer
mix; and the annual level of total FFS Medicare service
use per capita in the county where the hospital is located.
As data and risk-adjustment methodologies improve, our
measures of efficiency will continue to evolve.

Ideally, we would want to limit our set of efficient
hospitals to those that not only have high in-hospital
quality and low unit costs but also help their patients
transition to good post-acute outcomes and restrain the
overall costs to the Medicare system during the year.
While there is a promising data source that computes
average annual Medicare service use for patients
associated with specific hospitals, the risk adjustment and
standardization of those data still need refinement before
we can use them to make cross-sectional comparisons of
efficiency.'? Therefore, we are limited to using county-
level annual Medicare service use as a second-best proxy
for annual resource use. To avoid having hospitals from
high-use areas in our analysis, we removed hospitals
from the population studied if they were located in
counties in the top 10 percent of annual Medicare service
use.!® As a result, the chance of a hospital appearing to
have low unit costs of service simply due to being in an
area with a high volume of service use per beneficiary is
reduced.

There has also been some concern that hospitals may
achieve low unit costs and relatively good outcomes if
they are in a market with relatively wealthy patients.
Wealthy patients may have more resources available

to them outside of the hospital and fewer unmeasured
comorbidities. Others have raised this concern, and to

be conservative we further restricted our population of
hospitals that we evaluate for efficiency by removing the
10 percent of hospitals with the lowest share of Medicaid
patients. This process reduces the likelihood that hospitals
in our efficient group got there by patient selection.

Our goal in this screening process is to improve our ability
to identify hospitals that can provide good outcomes at a
reasonable cost while serving a broad spectrum of patients

(including Medicaid) without driving up the overall
volume of hospital and nonhospital services provided.

Categorizing hospitals as relatively efficient We
categorized hospitals into the relatively efficient group or
the control group based on each hospital’s performance on
a set of risk-adjusted cost and quality metrics during the
period 2005-2007. We then examined the performance of
the two hospital groups during fiscal year 2008.

We focused on mortality and readmission rates as
indicators of quality. Though driven in part by data
limitations, this decision was also grounded in the
perspective that outcome measures such as mortality and
readmission rates reflect elements of hospitals’ quality of
care not captured by individual process-of-care measures
(Krumbholz et al. 2007). We used a 30-day risk-adjusted
mortality rate that is composed of Medicare mortality
rates for six conditions adjusted for the patient’s age,
sex, and severity of condition based on a risk-adjustment
methodology developed by AHRQ.'* All six measures
are endorsed by the National Quality Forum for use in a
composite index of mortality.

The readmission measure, developed by 3M, adjusts for
the severity of the patient’s illness and removes clearly
unrelated readmissions such as certain malignancies and
trauma (3M Health Information Systems 2008, Goldfield
et al. 2008) . We measured readmissions from 2005
through 2007; hospitals with risk-adjusted readmission
rates in the top one-third in any year were removed from
our efficient provider list.

When comparing costs, we adjusted Medicare inpatient
costs per discharge for factors that were beyond the
hospital’s control and that reflected the hospital’s
financial structure rather than its efficiency. Specifically,
we standardized Medicare costs by adjusting for MS—
DRG case mix, area wage index, prevalence of outliers
and transfer cases, and the empirically estimated effects
of teaching activity and service to low-income Medicare
patients on costs per discharge. We also adjusted for
differences in interest expenses because such differences
can reflect whether a hospital is financed with debt or
equity rather than reflecting its operational efficiency.

To rank providers based on performance, we divided the
distributions among hospitals of risk-adjusted mortality,
readmissions, and standardized Medicare costs per
discharge into thirds (low, medium, and high) for each
year 2005-2007. We placed a hospital in the relatively
efficient group if it met the following four criteria:
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* risk-adjusted mortality levels are in the best two-thirds
every year (2005-2007),

* risk-adjusted readmission rates are in the best two-
thirds every year (2005-2007),

* standardized costs per discharge are in the best two-
thirds every year (2005-2007), and

» either risk-adjusted mortality rates or standardized
costs are in the best one-third every year (2005-2007).

The objective is to identify hospitals that consistently
performed at an above-average level on at least one
measure (cost or quality) and always performed
reasonably well on all three measures.

To limit our set of relatively efficient hospitals to those
that have consistently delivered high-quality care at a
reasonable cost, we identify hospitals that performed well
on quality and cost metrics every year from 2005 through
2007. We do not categorize hospitals’ costs or quality
based on a single year’s performance because their quality
or cost rankings for an individual year could be better
than average due to random variation. After we categorize
hospitals in the relatively efficient set or the control group
with three years (2005-2007) of data, we compare the
performance of these two groups with the most recent
data available (2008). We compare performance by using
a different year than the data used to categorize hospitals
so that a single errant value will not affect both the
categorization and the score of the efficient hospital group
relative to the control group. '

Comparing 2005 and 2007 performance of relatively
efficient and other hospitals Before comparing 2008 data,
we first identify the set of providers that historically had
strong performance on our efficiency measures during
2005-2007. Our population of hospitals with complete
data consisted of 2,718 hospitals. After screening out the
10 percent of hospitals in counties with the highest annual
service use per Medicare patient and the 10 percent of
hospitals with the lowest Medicaid shares, there are 2,209
hospitals in our sample that were evaluated on their cost
and quality of care. Of the 2,209 hospitals, 218 were found
to be relatively efficient during 2005-2007. The set of
relatively efficient providers includes a diverse array of
hospitals, including large teaching hospitals and smaller
rural hospitals. Some hospitals are in relatively prosperous
communities; other hospitals have Medicaid shares in
excess of 30 percent. Sixty-one percent of the relatively
efficient hospitals report being part of a system that owns

or manages at least one physician practice (American
Hospital Association 2009). In contrast, 42 percent of

the control group report owning or managing at least one
physician practice. While we find that both low- and high-
volume hospitals can meet the efficiency criteria, the data
suggest that, on average, higher volume hospitals tend

to have lower mortality rates; therefore, they are more
likely to meet our efficient hospital criteria. This finding is
consistent with the literature (Birkmeyer et al. 2002, Halm
et al. 2002, Keeler et al. 1992). CAHs were excluded from
the analysis because they are not paid under the PPS.

We examined the performance of the relatively efficient
hospitals by reporting the group’s median performance
divided by the median for our whole set of 2,209 hospitals
on all three performance measures. For example, the
efficient hospitals’ relative risk-adjusted 30-day mortality
rate from 2005 to 2007 is 81 percent of the national
median (Table 2A-8), meaning that the typical hospital in
the efficient group had a risk-adjusted 30-day mortality
rate that was 19 percent below the national median.
Likewise, the efficient group had a median standardized
cost per discharge equal to 91 percent of the national
median during 2005-2007. Median readmission rates for
the efficient group were 95 percent of the national median
during 2005-2007.

Historically strong performers have lower mortality

and readmissions in 2008 Because no method of risk
adjustment is perfect, we examined the performance

of the relatively efficient hospitals by using an array of
different risk-adjusted mortality measures. The composite
mortality levels remained 19 percent below the national
median. In addition to the composite AHRQ 30-day
mortality measure, we reported on three risk-adjusted
30-day mortality rates developed by CMS (for acute
myocardial infarction, congestive heart failure, and
pneumonia). The 2008 mortality levels for the specific
conditions measured by CMS were more than 5 percent
lower for the historically efficient group. For example,

the median efficient provider’s risk-adjusted heart failure
mortality rate was 95 percent of the 2008 national median,
compared with 102 percent of the national median for the
median provider in the comparison group. Readmission
rates for relatively efficient providers were between 1
percent and 5 percent lower than the national median. The
relatively efficient group also performed similarly to other
hospitals on patient satisfaction. The share of patients
who gave the median hospital a top rating was 64 percent
for the relatively efficient group and 63 percent for the
comparison group.
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TABLE
2A-8

Characteristics of traditionally high performing hospitals

Type of hospital

Relatively efficient Other
during 2005-2007 hospitals
Number of hospitals 218 1,991
Share of hospitals 10% 90%
Relative historical performance, 2005-2007
Risk adjusted:
Composite 30-day mortality, 2005-2007 (AHRQ) 81% 104%
Readmission rates, 2005-2007 95 100
Standardized cost per discharge, 2005-2007 91 102
Relative mortality metrics, 2008
Risk adjusted:
Composite 30-day mortality (AHRQ) 81 103
30-day AMI mortality (CMS) 95 101
30-day CHF mortality (CMS) 95 102
30-day pneumonia mortality (CMS) 95 102
Relative readmission metrics, 2008
Risk adjusted:
Composite 30-day readmission (3M) 95 103
30-day AMI readmissions (CMS) 98 100
30-day CHF readmissions 95 100
30-day pneumonia readmissions (CMS) 99 100
Relative percent of patients highly satisfied (H-CAHPS®), 2008 102% 100%
Relative standardized Medicare costs per discharge, 2008 21% 102%
Median Medicare margin, 2008 0.2% -8.3%

Note:  AHRQ (Agency for Healthcare Research and Quality), AMI (acute myocardial infarction), CHF (congestive heart failure), H-CAHPS® (Hospital Consumer Assessment
of Healthcare Providers and Systems). Hospitals were put in the relatively efficient group based on their performance on a set of risk-adjusted cost and quality metrics
for 2005-2007. Relatives are the median for the group as a percentage of the median of all hospitals. Per case costs are standardized for area wage rates, case
mix, severity, prevalence of outlier and transfer cases, interest expense, low-income shares, and teaching intensity. Composite mortality was computed using AHRQ
methodology to compute risk-adjusted mortality for six conditions (AMI, CHF, pneumonia, gastrointestinal hemorrhage, stroke, hip fracture). The scores were then
weighted for each type of discharge by the share of discharges in that particular hospital. We removed hospitals with low Medicaid patient loads (the bottom 10
percent of hospitals) and hospitals in markets with high service use (top 10 percent of hospitals) due to concerns that socioeconomic conditions and aggressive
treatment patterns can influence unit costs and outcomes. The differences in scores between the two groups are all statistically significant using a p=0.01 criterion.

Source: MedPAC analysis of impact file, Medicare Provider Analysis and Review, and Medicare cost report data from CMS, and CMS hospital compare data.

Historically strong performers continue to have lower cost
in 2008 Hospitals that were low-cost and low-mortality
providers from 2005 through 2007 continued to have
lower costs in 2008. The median standardized Medicare
cost per discharge in the efficient group was 91 percent of
the national median, while the median for the comparison
group was 102 percent of the national median. Because

of their lower costs, the efficient hospitals have median

Medicare margins of 0.2 percent, more than 8 percentage
points higher than the control group.

Continuing improvement in methods used to identify
efficient providers Our current measures of hospital costs
and outcomes focus on inpatient care. Some hospitals in
our set could be efficiently delivering inpatient care but
may not be efficiently running their outpatient clinics. This
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possibility is a limitation of the current analysis. Because
we expect to see continual improvement in risk-adjustment
methodologies, the measures we use to identify “efficient”
providers will evolve and may eventually include
outpatient metrics. We may also break down our analysis
to focus more narrowly on the lowest cost providers that
can generate high-quality outcomes.

How should Medicare payments change
in 2011?

Each year, we provide update recommendations for
services covered by Medicare’s inpatient operating and
outpatient systems.'® This recommendation applies only
to inpatient and outpatient services; updates for hospital-
owned rehabilitation, home health, and skilled nursing
units are based on separate recommendations for those
types of Medicare services. For both the acute IPPS and
OPPS, the update in current law for fiscal year 2011 is the
forecast increase in the hospital market basket index.

CMS measures price inflation for the goods and services
hospitals use in producing inpatient and outpatient services
with the hospital operating market basket index. CMS’s
latest forecast of the change in this index for fiscal year
2011 is 2.4 percent, but it will update the forecast twice
before using it to revise payments in 2011.

Update recommendation

This section presents our update recommendation covering
acute inpatient operating and outpatient payments, along
with a summary of our rationale and the implications

of the recommendation. The Commission makes
recommendations regarding the level of payment rates and
often makes recommendations on how payments should
be distributed. In recent years, the Commission has made
recommendations not only to increase payment rates but
also to create financial incentives for higher quality care.
This year, our update recommendation is as follows:

RECOMMENDATION 2A-1

The Congress should increase payment rates for the acute
inpatient and outpatient prospective payment systems

in 2011 by the projected rate of increase in the hospital
market basket index, concurrent with implementation of a
quality incentive payment program.

RATIONALE 2A-1

Most of the Commission’s indicators of payment adequacy
are positive. Access to care remains strong, as indicated

by more hospitals opening than closing as well as by the
rising share of hospitals offering many services. Volume of
outpatient services is growing, and quality of care is mixed
but generally improving. On the other hand, Medicare
margins are low and are expected to remain negative
through 2010. However, our analysis of high-performing
hospitals finds that a set of hospitals has been able to
maintain relatively low costs, while maintaining relatively
high quality of care. Roughly half of these providers are
generating a profit on their Medicare business.

Balancing these considerations, we conclude that an
update equal to the projected increase in the market
basket index is appropriate for both inpatient and
outpatient services, with this increase implemented
concurrently with a quality incentive payment program.
Under such a program, for example, if 1 percent of
Medicare payments were withheld to fund quality
bonuses, a hospital with poor quality metrics would
expect a 1.4 percent increase in payments (2.4 — 1.0,
without a quality bonus). Hospitals that perform well on
quality metrics would receive more than a 2.4 percent
increase in payments. The Commission’s reasoning is
that an individual hospital’s quality performance should
determine whether its net increase in payments is above
or below the market basket increase.

17

The update recommendation does not factor in
further adjustments to the payment rates that may be
needed to offset unwarranted increases in payments
due to improvements in coding as we discuss in
Recommendation 2A-2.

IMPLICATIONS 2A-1

Spending
e This recommendation would have no effect on federal
baseline program spending.

Beneficiary and provider

e This recommendation should have no negative impact
on beneficiary access to care and is not expected to
affect providers’ willingness and ability to provide
care to Medicare beneficiaries. There is a potential for
improved quality of care for beneficiaries.

To ensure that the level of aggregate payments to
hospitals for inpatient services is appropriate in 2011 and
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later years, we are making our update recommendation

in concert with a recommendation to correct for the
effects on Medicare payments of hospitals’ DCI. As
expected, implementation of MS—DRGs in 2008 gave
hospitals a financial incentive to improve medical record
documentation and diagnosis coding to more fully account
for each patient’s severity of illness. Documentation and
coding improvements strengthen measurement of patient
severity and improve payment accuracy among patients,
but they also increase reported case mix under MS-DRGs
without a real increase in patient severity or the resources
hospitals must use to furnish inpatient care. To ensure
that the transition to MS—-DRGs is budget neutral as
required by law, an offsetting adjustment must be made
to the Medicare inpatient base payment amounts. With
the following recommendation, we propose to spread this
budget neutrality adjustment out over several years—
longer than is expected under current law—to provide a
transition that is manageable for hospitals.

RECOMMENDATION 2A-2

To restore budget neutrality, the Congress should

require the Secretary to fully offset increases in inpatient
payments due to hospitals’ documentation and coding
improvements. To accomplish this goal, the Secretary
must reduce payment rates in the inpatient prospective
payment system by the same percentage (not to exceed

2 percentage points) each year in 2011, 2012, and 2013.
The lower rates would remain in place until overpayments
are fully recovered.

RATIONALE 2A-2

Before introduction of the MS—-DRGs, CMS and the
Commission predicted that hospitals would improve their
medical record documentation and coding. CMS actuaries
projected that hospitals would complete DCI by the end of
fiscal year 2009 and the cumulative increase in measured
inpatient case mix and payments would reach 4.8 percent.
To preserve budget neutrality as required by law, CMS
proposed to reduce the inpatient base payment rates by

4.8 percent—1.2 percent in 2008 and 1.8 percent each
year in 2009 and 2010. In the TMA, the Congress limited
these adjustments to 0.6 percent in 2008 and 0.9 percent in
2009, a total of 1.5 percent. The Congress also provided,
however, that if actual data showed that 1.5 percent was
too much or too little, CMS would be required to make up
or recover the difference, with interest, in 2010, 2011, and
2012. CMS also would have to further adjust the inpatient
base payment rates to prevent under- or overpayments
from continuing.

CMS’s and the Commission’s separate analyses of
hospitals’ 2008 inpatient claims showed that hospitals’
DCI led to significant increases in hospital payments in
2008. We do not know precisely how much DCI occurred
in 2009 because claims data for that year are not available.
In its final rule for fiscal year 2010, CMS decided not

to make any adjustment in 2010 to prevent further
overpayments or recover overpayments that occurred in
2008. Thus, under current law, CMS is required to make
two adjustments to the inpatient base payment rates by
2012. One adjustment would reduce the base payment
rates in the IPPS to prevent further overpayments from
continuing. The second adjustment would temporarily
reduce the base payment rates in 2011 or 2012, or both,
to recover the overpayments that occurred in 2008 and
2009, with interest. If the CMS actuaries’ estimate of 4.8
percent DCI is on target and CMS decides to split the
recovery of overpayments equally over 2011 and 2012,
then achieving budget neutrality in 2011 will result in two
problems. First, to fully offset the effect of DCI in 2011,
CMS would need to implement a 5.9 percent reduction

in payments, which is likely to be financially disruptive
to many hospitals.'® Second, even this large reduction in
payments would not be sufficient to fully restore budget
neutrality because overpayments are continuing in 2010
and these overpayments would not be recovered by the
budget-neutrality adjustments required in current law.

The objectives of Recommendation 2A-2 are to:

* treat providers and taxpayers fairly by making the
transition to MS—DRGs fully budget neutral, and

e avoid the large financial shock that would occur if the
necessary adjustments were made in a single year.

Therefore, under Recommendation 2A-2, the adjustments
that are needed to restore budget neutrality are made in
increments over a period of three years with a maximum
adjustment of 2 percent per year. These adjustments would
stay in effect until all overpayments and related interest
charges are fully recovered. The key differences from
current law are that the size of payment reductions in 2011
are expected to be smaller, the pace of recoveries would be
slower, and 2010 overpayments would be recovered.

Assuming the actuaries’ 4.8 percent projection of DCI

is on target, further overpayments would be prevented

by 2012 and all overpayments—including continuing
overpayments in 2011 and 2012—would be fully
recovered in 2015. If the actual effect of hospitals’ DCI in
2009 turns out to be smaller or larger than the actuaries’
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projection, the Secretary would have the flexibility to
change the level of the annual adjustments—subject to the
2 percentage point upper limit—or the length of time the
adjustments remain in place to achieve budget neutrality.

IMPLICATIONS 2A-2

Spending

e Increases spending by more than $2 billion over one
year, and reduces spending by $1 to $5 billion over 5
years.

Beneficiary and providers

*  No major implications for beneficiaries; improves
stability of payments for providers. B
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Endnotes

CAH conversions have slowed to fewer than 10 per year
because of legislation that required new CAHs to be at least
35 miles by primary road or 15 miles by secondary road from
another hospital. This requirement does not affect CAHs

that converted before 2006. Roughly 10 hospitals convert

to long-term care hospitals (LTCHs) each year because of
administrative requirements. LTCHs are required to show that
they have an average length of stay of at least 25 days before
they can be certified as an LTCH. Many LTCHs first become
acute care IPPS hospitals until they can demonstrate that they
meet the 25-day average stay requirement. Therefore, some
of the openings of new hospitals and conversions to LTCHs
represent hospitals that never intended to remain an IPPS
facility. Once a hospital becomes an LTCH, it is paid based on
the separate LTCH payment system.

The share of hospitals and their affiliates providing each
service was calculated as the percentage of hospitals
indicating availability of the services within the hospital,
network, system, or joint venture.

Outpatient service volume is measured by using Healthcare
Common Procedure Coding System (HCPCS) codes. HCPCS
definitions can change over time, which can have some effect
on annual changes in volume.

In the fiscal year 2008 OPPS final rule, CMS amended the
definition of observation bed days (which are paid for under
the OPPS), effectively loosening the definition of these
services for hospitals. This policy change was implemented
on January 1, 2008. In addition, some reports allege that
physicians are using observation days more often because
of concern about audits of medical necessity for some
admissions. Hospital volume data suggest that the 2008
policy change (possibly coupled with concerns about audits
of admissions) may explain the growth in the number of
observation bed days observed in 2008.

The Commission’s analysis of Thomson Financial’s monthly
tax-free municipal bond issuance data from 2000 through the
first 9 months of 2009.

The Commission’s analysis of the Census Bureau’s annual
hospital construction spending data from 2000 through May
2009.

A margin is calculated as the difference between Medicare
payments and Medicare costs divided by payments. The
services included in the overall margin are Medicare acute
inpatient, outpatient, graduate medical education, Medicare
SNF (including swing beds), Medicare home health care,
Medicare inpatient psychiatric, and Medicare inpatient
rehabilitation.

10

11

12

13

14

Our forecast is for 2010 using 2010 policies. In prior years,
we made projections using the update and costs from year

t and payment policies from year t + 1. However, it is
currently too difficult to project 2011 payment policies given
uncertainty on how CMS will handle DCI and implementation
of health information technology payments.

Each SCH will be paid based on the rate that results in the
greatest aggregate payment using either the federal rate or

the highest of its updated hospital-specific rates from FY
1982, FY 1987, FY 1996, or FY 2006. The FY 2006 hospital-
specific rate is likely to be the highest amount for most SCHs.

The American Recovery and Reinvestment Act of 2009
mandates that HIT payments also be made to hospitals
through the Medicaid program.

The most recent cost data available at the time of this

analysis were for the nine months ending September 30,
2009, from certain for-profit systems that report quarterly
results. We compared 2007, 2008, and 2009 costs for Hospital
Corporation of America, Community Health Systems,
Lifepoint, Health Management Associates, Tenet, and
Universal Health Services.

The Dartmouth Center for the Evaluative Clinical Sciences

is developing standardized annual overall Medicare spending
for the patients assigned to each general acute care hospital

in the United States (Fisher and Gottlieb 2008). The data

set is promising and allows the Commission to examine
whether patients assigned to a particular hospital’s medical
staff have a low annualized cost of care. However, the risk-
adjusted version of these data is still being refined and was not
available at the time of this analysis.

Medicare spending varies in part because of the factors
Medicare uses to account for differing wages, payment rates,
and health status. We adjust for those factors to arrive at
service use. A discussion of our methods to compute regional
variation in service use is available at: http://www.medpac.
gov/documents/Dec09_Regional Variation_report.pdf.

Risk-adjusted mortality is computed for each of the six
conditions by using a risk-adjustment methodology developed
by AHRQ. The risk-adjusted mortality is then normalized by
dividing each hospital’s level of risk-adjusted mortality by

the national level of risk-adjusted mortality for that condition.
Finally, we create a weighted average risk-adjusted mortality
for each hospital by weighting the risk-adjusted mortality
rates for the six conditions based on their relative share of
cases seen in that hospital.
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For example, assume one hospital was unlucky in 2007 and
had high risk-adjusted mortality due to patient characteristics
that were not in the risk adjuster. This odd, one time patient
mix would bias the mortality for this hospital up and force it
into the comparison group (i.e., not the “efficient” group). The
comparison group would then have its 2007 mortality biased
upward and would look poor compared with the “efficient”
group. In other words, we do not want errors in categorizing
hospitals as efficient to be correlated with errors in their
reported cost or quality metrics.

Our recommendations are with respect to operating payments.
The Secretary of Health and Human Services separately
evaluates updates to capital payments.

17

18

The inpatient update would apply to fiscal year 2011, and the
outpatient update would apply to calendar year 2011.

While CMS has discussed the possibility of stretching
adjustments to offset DCI over several years, the law appears
to require that changes in classifications and weightings
(e.g., the shift to MS—-DRGs) be budget neutral. To obtain
budget neutrality in 2011 under current law, payment rates
would have to be permanently adjusted down by 3.3 percent
if the actuaries’ assumption of 4.8 percent DCI is accurate.
If payment reductions to fully offset DCI were stretched

out over time, CMS would have to collect remaining 2011
overpayments and interest to fully restore budget neutrality.
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R EC O MMENDA AT O N S

The Congress should update payments for physician services in 2011 by 1.0 percent.
COMMISSIONER VOTES: YES 15 « NO 0 « NOT VOTING 1 * ABSENT 1

(For additional recommendations on a fee schedule adjustment for primary care, see text box
on pp. 88-89.)




SECTION

Physician services

Section summary In this section

Physician services include office visits, surgical procedures, and a broad range .
* Are Medicare payments

adequate?
fee-for-service (FFS) Medicare spent about $61 billion on physician SErvices, =~ o

accounting for 13 percent of total Medicare spending. Among the 950,000 e How should Medicare
payments change in 20117

of other diagnostic and therapeutic services furnished in all settings. In 2008,

providers registered to bill Medicare for physician services, approximately

570,000 are physicians who are actively billing Medicare. The remainder— e Accuracy and equity of

payment for physician
spending—includes other health professionals such as chiropractors, nurse services

who accounted for approximately 10 percent of Medicare’s 2008 fee schedule

practitioners, and physical therapists. Almost all FFS Medicare beneficiaries (97 =~ oo

percent) received at least one physician service in 2008.

Assessment of payment adequacy

Our analysis of payment adequacy for physician services in Medicare FFS
finds that most indicators (discussed below) are positive and stable, suggesting
that most beneficiaries can obtain physician care on a timely basis. Therefore,
the Commission recommends that Medicare’s payment for physician services

be increased by 1.0 percent in 2011.

Beneficiaries’ access to care—Overall, beneficiary access to physician
services is good and better than that reported by privately insured patients
age 50 to 64. For 2009, most beneficiaries reported that they could get timely

physician appointments. Among the small share of beneficiaries looking for
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a new physician, most could find one without major problems; however, finding
a primary care physician was more difficult than finding a specialist. As in past
surveys, racial and ethnic minorities in both the Medicare and privately insured

populations were more likely to experience access problems.

While access is good on a national level, beneficiaries in certain market areas

may be experiencing more access problems due to factors unrelated to Medicare
payment rates, such as relatively rapid population growth. Although a small share of
beneficiaries report major problems finding a primary care physician, the issue is a
serious concern not only to the beneficiaries but also to the functioning of our health
care delivery system. The Commission has made recommendations in previous
reports to promote primary care services through targeted payment increases and

the testing of medical home models of care.

Other indicators of access include supply of providers serving Medicare

beneficiaries and changes over time in the volume of services provided.

°  Supply of providers—A 2008 survey conducted by the Center for Studying
Health System Change found that most physicians (74 percent) accepted all or
most new Medicare patients in their practice (Boukus et al. 2009). Acceptance
rates for privately insured patients were higher. Physicians in our focus groups
stated that acceptance of privately insured patients varies by specific health plan.

®  Volume of services—Service volume per beneficiary continued to grow in
2008. Overall volume (reflecting both service units and intensity) grew 3.6
percent per beneficiary. This rate was higher than the 2007 rate of 2.9 percent.

Growth varied among broad categories of services, but all were positive.

Quality of care—Most claims-based indicators for ambulatory quality that we

examined for the elderly improved slightly or were stable from 2006 to 2008.

Medicare payments and providers’ costs—Medicare’s payment for physician
services in 2008 averaged 78 percent of private insurer payments. This percentage

marks a generally stable ratio over the last decade.

Accuracy and equity of payment for physician services

The Commission has consistently raised concerns about mispricing of services in
the physician fee schedule and the inequity of a payment system that financially
rewards specialties that can generate volume and revenue more readily than others.

In this chapter, we discuss plans for future work on these issues. B
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Physician services include office visits, surgical
procedures, and a broad range of other diagnostic and
therapeutic services. They are furnished in all settings,
including physician offices, hospitals, ambulatory
surgical centers, skilled nursing facilities, other post-
acute care settings, hospices, outpatient dialysis facilities,
clinical laboratories, and beneficiaries’ homes. Among
the 950,000 providers registered to bill Medicare for
physician services, approximately 570,000 are physicians
who are actively billing Medicare.! The remainder—who
accounted for approximately 10 percent of Medicare’s
2008 fee schedule spending—includes limited licensed
practitioners and other health professionals such as
chiropractors, nurse practitioners, and physical therapists.

Physician services are billed to Medicare Part B.
Medicare fee-for-service (FFS) payments for physician
services totaled $61 billion in 2008, accounting for
about 13 percent of Medicare’s overall spending (Boards
of Trustees 2009). In the decade 1999 through 2008,
Medicare spending per beneficiary on physician fee
schedule services grew 72 percent. Almost all FFS
Medicare beneficiaries (97 percent) received at least one
physician service in 2008.

In the FFS program, Medicare pays for physician services
according to a fee schedule that lists services and their
associated payment rates. The fee schedule assigns each
service a set of three relative weights (physician work,
practice expense, and professional liability insurance)
intended to reflect the typical resources needed to provide
the service. These weights are adjusted for geographic
differences in practice costs and multiplied by a dollar
amount—the conversion factor—to determine payment
amounts. In general, Medicare updates payments for
physician services by increasing or decreasing the
conversion factor. For further information, see MedPAC’s
Payment basics: Physician services payment sysz‘em.2

By law, the update of the physician fee schedule
conversion factor is determined by a formula—the
sustainable growth rate (SGR)—set forth in the Balanced
Budget Act of 1997. It ties payment updates to four
factors: changes in input costs, changes in Medicare FFS
enrollment, changes in the volume of physician services
relative to growth in the national economy, and changes
in law and regulation. Although the SGR formula has
yielded negative updates in recent years, the Congress has

overridden the formula and taken a series of legislative
actions to prevent payment reductions since 2003. The
SGR formula continues to call for negative updates for
several upcoming years, stemming from avoided cuts on
top of continued volume growth.

The Commission is not satisfied with the current physician
payment update mechanism. The existing SGR formula
does not provide incentives for individual physicians

to control volume growth, and it is inequitable across
physicians. In previous reports, the Commission has
examined several alternative approaches for updating
physician payments and made suggestions for improving
the accuracy of Medicare’s payments, creating incentives
for physicians to provide better quality of care, coordinating
care across settings, and using resources judiciously
(Medicare Payment Advisory Commission 2007a).

Our analysis of payments for physician services in FFS
Medicare shows that, in the aggregate, payments through
2009 are adequate. Our assessment examines several
indicators: beneficiary access to physician care, including
rates of physicians participating with Medicare and
taking assignment and changes in the volume of services
provided; quality of care; and Medicare reimbursement
levels compared with those in the private sector. In the
most recent years for which we have data, each indicator
was positive or stable with respect to payment adequacy.
Unlike our payment adequacy assessments of other
providers, such as hospitals, we cannot look at financial
performance of physicians directly because they are not
required to report their costs to Medicare.

Beneficiaries’ access to care: Generalkl good
with relatively few problems reporte

Physicians are often the most important link between
Medicare beneficiaries and the health care delivery system.
Our analysis of the 2007 Medicare Current Beneficiary
Survey shows that about 85 percent of noninstitutionalized
beneficiaries report that a doctor’s office or clinic is their
usual source of care. Beneficiary access to physicians,
therefore, is an important indicator to monitor when
assessing Medicare’s payment adequacy. Our analysis of
access to physician services focused on indicators from
several sources, including patient surveys, physician
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surveys, beneficiary focus groups, physician focus groups,
and claims data.

The Commission’s 2009 patient survey shows that,
overall, access is good, but primary care continues
to be a concern

To obtain the most current access measures possible, the
Commission sponsors a telephone survey each year of a
nationally representative, random sample of two groups
of people: Medicare beneficiaries age 65 or older and
privately insured individuals age 50 to 64. For our 2009
survey (conducted from August through October), we
increased the sample size to 4,000 in each group (totaling
8,000 completed interviews including an oversample
of minority respondents) to increase statistical power.
By surveying both groups of people—privately insured
individuals and Medicare beneficiaries—we can assess
the extent to which access problems, such as delays in
scheduling an appointment or difficulty in finding a new
physician, are unique to the Medicare population.*

3

Results from our 2009 survey indicate that most
beneficiaries have reliable access to physician services,
with most reporting few or no access problems. Most
beneficiaries are able to schedule timely medical
appointments and find a new physician when needed, but
some beneficiaries experience problems, particularly for
primary care. Moreover, Medicare beneficiaries reported
similar or better access than privately insured individuals
age 50 to 64.

On a national level, this survey does not find widespread
physician access problems, but certain market areas may
be experiencing more access problems due to factors
unrelated to Medicare—or even private—payment rates,
such as relatively rapid population growth. Moreover,
although a relatively small share of beneficiaries report
major problems finding a primary care physician, this
issue is a serious concern not only to the beneficiaries
but also to the functioning of our health care delivery
system. Media attention on this matter is understandable.
The Commission has made recommendations in previous
reports to promote primary care services through targeted
payment increases and the testing of medical home models
of care.

Most beneficiaries are getting timely appointments

Most Medicare beneficiaries have one or more doctor
appointments in a given year. Therefore, one access
indicator we examine is their ability to schedule timely

appointments. In the 2009 survey, most Medicare
beneficiaries (77 percent) and most privately insured
individuals age 50 to 64 (71 percent) reported “never”
having to wait longer than they wanted to get an
appointment for routine care (Table 2B-1). Another 17
percent of Medicare beneficiaries reported that they
“sometimes” had to wait longer than they wanted for

a routine appointment, compared with 22 percent of
privately insured individuals. The differences between
the Medicare and privately insured populations in their
“never” and “sometimes” response rates were statistically
significant, suggesting that, on average, Medicare
beneficiaries were more satisfied with the timeliness of
their routine care appointments.

As expected, rates of getting timely illness- and injury-
related appointments were better than rates for routine care
appointments. Again, Medicare beneficiaries were less
likely than privately insured individuals to report problems
getting timely illness or injury appointments. Among those
who had an appointment for an illness or injury, 85 percent
of Medicare beneficiaries and 79 percent of privately
insured individuals said they “never” experienced a delay,
while 11 percent of Medicare beneficiaries reported
“sometimes” having to wait longer than they wanted,
compared with 17 percent of privately insured individuals.
These differences are statistically significant, suggesting
that, on average, Medicare beneficiaries were less likely
than privately insured individuals to encounter delays for
illness and injury appointments.

Beneficiaries” appointment access in 2009 varied by race,
with minorities more likely than whites to report access
problems (Table 2B-2, p. 74). This difference was seen for
both the Medicare and the privately insured populations.
For example, white Medicare beneficiaries (78 percent)
were significantly more likely than minority beneficiaries
(72 percent) to report never waiting longer than they
wanted for routine care appointments. Among the privately
insured population, whites (72 percent) were significantly
more likely than minority individuals (67 percent) to
report never waiting longer than they wanted for routine
care appointments. The trend was similar for illness and
injury appointments. Within our sample, access problems
were more frequent for minorities with private insurance
than for those with Medicare, but few of these differences
were statistically significant. Finding disparities in

access between whites and minorities is consistent with
recent research conducted by the Center for Studying
Health System Change (HSC). On the basis of a national
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TABLE
Trends in access to physicians for Medicare beneficiaries age 65 or older and
privately insured persons age 50 to 64 remain stable across years, 2009

Medicare Private insurance
(age 65 or older) (age 50-64)
Survey question 2006 2007 2008 2009 2006 2007 2008 2009
Unwanted delay in getting an appointment:
Among those who needed an appointment, “How
often did you have to wait longer than you wanted to
get a doctor’s appointment?”
For routine care
Never 75%*  75%*  76%*  T77%* 69%* 67 %*  69%*  T71%*
Sometimes 18* 18* 17* 17* 21* 24* 24* 22*
Usually 3* 3 3* 2* 5* 4 5* 3*
Always 3 3 2 2 4 3 2 3
For illness or injury
Never 84* 82* 84* 85* 79* 76* 79* 79*
Sometimes 11* 13* 12* 11* 15* 17* 16* 17*
Usually 2 3 1 2 2 3 2 2
Always 1* 2 1* 1 2* 3 2* 2
Looking for a new physician: “In the past
12 months, have you tried to get a new primary
care doctor?”
Yes 10 9 6 6 10 10 7 8
No 89 91 93 93 90 90 93 92
Getting a new physician: Among those who tried
to get an appointment with a new physician, “How
much of a problem was it finding a primary care
doctor/specialist who would treat you? Was it...”
Primary care physician
No problem 76 70* 71 78 75 82* 72 71
Small problem 10 12 10 10 15 7 13 8
Big problem 14 17 18 12* 10 10 13 21*
Specialist
No problem 80 85 88 88 83 79 83 84
Small problem 7 6 7 7 9 11 9 9
Big problem 11 9 4 5 7 10 7 7
Not accessing a doctor for medical problems:
“During the past 12 months, did you have any health
problem or condition about which you think you
should have seen a doctor or other medical person,
but did not2” (Percent answering “Yes”) 8* 10* 8* 7* 1= 12* 12* 1+

Note:  Numbers may not sum to 100 percent due to rounding. Missing responses (“Don’t Know” or “Refused”) are not presented. Overall sample sizes for each group
(Medicare and privately insured) were 2,000 in years 2006 and 2007, 3,000 in 2008, and 4,000 in 2009. Sample sizes for individual questions varied.
*Indicates a statistically significant difference between the Medicare and privately insured samples in the given year at a 95 percent confidence level.

Source: MedPAC-sponsored telephone surveys, conducted August-September 2006, 2007, 2008, and 2009.
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TABLE
Access to physician care is similar or better for Medicare beneficiaries
compared with privately insured individuals, but minorities in
both groups report problems more frequently, 2009

Medicare Private insurance
(age 65 or older) (age 50-64)
Survey question All White Minority All White Minority
Unwanted delay in getting an appointment:
Among those who needed an appointment, “How
often did you have to wait longer than you wanted to
get a doctor’s appointment?”
For routine care
Never 77%* 78%*t 72%*t 71%* 72%*t 67%*t
Sometimes 17* 17* 18* 22* 22* 23*
Usually 2* 2 2 3* 3 4
Always 2 27 4t 3 2t 5t
For illness or injury
Never 85* 86* 1 81*t 79* 80*t 75*t
Sometimes 11* 11* 11* 17* 17* 19*
Usually 2 11 3t 2 2 2
Always 1 1t VA 2 1t 3t
Looking for a new physician: “In the past
12 months, have you tried to get a new primary
care doctor?”
Yes 6 6* 8 8 8* 8
No 93 94 92 92 92 92
Getting a new physician: Among those who tried
to get an appointment with a new physician, “How
much of a problem was it finding a primary care
doctor/specialist who would treat you? Was it...”
Primary care physician
No problem 78 82* 69 71 70* 69
Small problem 10 7 17 8 8 11
Big problem 12* 11* 12 21* 22* 19
Specialist
No problem 88 91t 751 84 86t 7371
Small problem 7 5t 131 9 9 11
Big problem 5 4t 11t 7 5t 167
Not accessing a doctor for medical problems:
“During the past 12 months, did you have any health
problem or condition about which you think you
should have seen a doctor or other medical person,
but did not2” (Percent answering “Yes”) 7* 6*1 9*t 11* 10* 1 13*t

Note:  Numbers may not sum to 100 percent due to rounding. Missing responses (“Don’t Know” or “Refused”) are not presented. Overall sample size for each group
(Medicare and privately insured) is 4,000. Sample sizes for individual questions varied.
*Indicates a statistically significant difference between the Medicare and privately insured samples in the given year at a 95 percent confidence level.
tindicates a statistically significant difference by race within the same insurance coverage category in the given year at a 95 percent confidence level.

Source: MedPAC-sponsored telephone surveys, conducted August-September 2006, 2007, 2008, and 2009.

74 pPhysician services: Assessing payment adequacy and updating payments MEdpAC



physician survey, the authors found that physicians with

a higher share of minorities in their practice were more
likely to report difficulties obtaining referrals to specialists
for their patients (Reschovsky and O’Malley 2008).
Physicians attributed such problems to the fact that many
of their patients were uninsured or had insurance coverage
that posed access barriers rather than to an inadequate
supply of qualified specialists in the area.

Relatively few Medicare and privately insured
patients sought a new physician, but of those who
did, some experienced access problems

Our survey also monitors the two sample groups’ need
and ability to find a new physician. As in previous years,
relatively few survey respondents reported that they

tried to get a new primary care physician or specialist

in 2009. This finding suggests that most respondents
were either satisfied with their current physician or did
not have a health event that made them search for a new
one. Specifically, 6 percent of Medicare beneficiaries
and 8 percent of privately insured individuals reported
that they looked for a new primary care physician in

the preceding year; a higher percentage (14 percent of
Medicare beneficiaries and 19 percent of privately insured
individuals) reported seeking a new specialist (not shown
in table).

We found that, across income categories, Medicare
beneficiaries appear equally likely to be looking for a new
primary care physician (not shown in table). In contrast,
among the privately insured population (age 50-64) those
with lower incomes were more likely to report looking
for a new primary care physician during the year. This
situation may reflect more frequent job changes among
lower income, privately insured individuals that lead to
changes in insurance and applicable physician networks.

Of the 6 percent of Medicare beneficiaries who looked
for a new primary care physician in 2009, 22 percent
reported problems finding one—10 percent characterized
the problem as “small” and 12 percent reported it as
“big.” Though reports of “big” problems in our sample
have declined slightly, the 2009 rates are not significantly
different from those found in our 2008 survey. Although
the number of beneficiaries reporting any problem
corresponds to less than 2 percent of the total Medicare
population (22 percent of the 6 percent of beneficiaries
looking for a new primary care physician), the problems
these beneficiaries face can be distressing and are often
featured in local and national media reports. It is also

important to note that such media accounts typically
report similar problems for privately insured individuals.
For 2009, among patients looking for a primary care
physician, Medicare beneficiaries were less likely to report
a “big problem” than privately insured individuals.

Because several recent media reports have misstated the
numbers that we present in this annual chapter, we want
to emphasize that the percentage of beneficiaries and
privately insured people reporting problems comes from
a subset of those who indicate that they were, in fact,
looking for a new physician or tried to get an appointment
in the last year. Survey respondents who did not look
for a new physician or did not try to get a physician
appointment were not asked about related problems.
Thus, the rates of patients reporting problems refer only
to those people to whom the question applies and not

to the Medicare or privately insured population at large.
Accordingly, as stated earlier, among the 6 percent of
Medicare beneficiaries reporting that they looked for a
new primary care physician in the preceding year, those
reporting that they experienced either “big” or “small”
problems correspond to less than 2 percent of the total
Medicare population.

As in previous years, we found that beneficiaries seeking
a new specialist were less likely to report problems than
those seeking a new primary care physician. Among

those looking for a new specialist, 88 percent of Medicare
beneficiaries reported “no problem” finding one in 2009,
compared with 84 percent of privately insured individuals.
Also, the rate of those with a “big problem” finding a
specialist was lower (but neither is statistically significant)
for Medicare beneficiaries than for privately insured
individuals. More Medicare beneficiaries and privately
insured individuals reported seeking a new specialist than
a new primary care physician. These 2009 results are
consistent with the findings in the 2008 and 2007 surveys
(Table 2B-1, p. 73).

Our survey reveals some differences between minorities
and whites in reported ease of finding a new physician
(Table 2B-2). Among Medicare beneficiaries, we found

a statistically significant difference in the share of whites
(4 percent) and minorities (11 percent) who reported “big
problems” finding a specialist. This finding mirrored the
responses of privately insured individuals (Table 2B-2).
Differences between whites and minorities in reported
ease of finding a new primary care physician were not
statistically significant in the Medicare population.
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More specific analysis by race and ethnicity shows

few significant differences between white and African
American Medicare beneficiaries or between white and
African American individuals with private insurance.
However, our survey does suggest that Hispanics and other
minorities (American Indians, Alaskan Natives, Asian
Americans, and Hawaiian and Pacific Islanders) were
more likely than whites to report access problems (data not
shown).

Reports of not getting needed physician care were
more frequent for privately insured and lower
income individuals

Our survey also examines rates of patients reporting that
they did not see a physician when they thought they should
have. In 2009, Medicare beneficiaries (7 percent) were less
likely than their privately insured counterparts (11 percent)
to say that they should have seen a doctor for a medical
problem in the past year but did not (Table 2B-1, p. 73).
For those people who reported not getting care, fewer than
20 percent listed physician availability issues (e.g., getting
an appointment time or finding a doctor) as the problem
(not shown in table). The other reasons they gave included
cost, low perceived seriousness of the problem at the time
of the illness, and procrastination.

Race and income are related to reports of not getting
needed care. Among Medicare beneficiaries, minorities

(9 percent) were significantly more likely than whites (6
percent) to report not getting physician care when they
thought they should have. Similarly, privately insured
minorities (13 percent) were significantly more likely than
privately insured whites (10 percent) to report not getting
physician care when they thought they should have (Table
2B-2, p. 74). We also found that, for both Medicare and
privately insured people, those with lower incomes were
more likely to report that they did not see a physician
when they thought they should have (not shown in table).
This finding is consistent with much published research
(Strunk and Cunningham 2002). Considering the recent
downturn in the U.S. economy, concerns about out-of-
pocket spending for health care are likely to increase.

Market area issues

While on a national level, our telephone survey does not
find widespread physician access problems, certain market
areas may be experiencing more access problems due to
factors unrelated to Medicare—or even private—payment
rates, such as relatively rapid population growth. In
examining this market-area access issue, HSC compared

physician access by geographic area, with particular
attention to the difference between Medicare and private
insurer fees in each area (Trude and Ginsburg 2005). This
research found that, despite differences in Medicare and
commercial payment rates across markets, the proportion
of Medicare beneficiaries reporting problems with access
to care did not vary based on differences in Medicare and
private payer rates. In addition, privately insured people
age 55 to 64 did not appear to gain better access to care
relative to Medicare beneficiaries in markets with higher
commercial payment rates. These findings suggest that
developments in local health systems and markets may
strongly influence access for both Medicare beneficiaries
and the privately insured. Indeed, these conditions

may affect beneficiary access as much as or more than
Medicare payment levels.

Although our survey is not large enough to allow us to
examine access by specific market areas, we are able

to examine access by rural and urban areas. Within the
Medicare sample, we found no statistical differences
between rural and urban beneficiaries in their ability to get
timely appointments and find new physicians. However,
among the privately insured sample, we did find statistical
differences in their ability to find new physicians. For
example, rural privately insured individuals were more likely
to report a “big problem” finding a specialist than urban
privately insured individuals (see,online Appendix A to this
chapter, available at http://www.medpac.gov). Additionally,
we found that rural Medicare beneficiaries had the same or
better access than rural privately insured individuals.

This year, we also explored market-area access through
beneficiary and physician focus groups in three areas
(discussed later in this chapter). Although we found
some variation, in all three areas, most physicians were
accepting Medicare beneficiaries and beneficiary reports
of access problems were uncommon.

Other national patient surveys show comparable
results

Results from other patient surveys (conducted or
sponsored by CMS, The Commonwealth Fund, HSC, and
AARP) are analogous to the Commission’s survey results
on access to physician services. We summarize findings
from these studies below.

The Consumer Assessment of Healthcare Providers and
Systems for Medicare FES (CAHPS®—FFS) is a large
CMS-sponsored survey that asks assorted questions
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related to the health care services FFS beneficiaries
receive. In 2008, its most recent round, 87 percent of
Medicare beneficiaries reported “always” or “usually”
being able to schedule timely appointments for routine
care. Also, 91 percent of beneficiaries reported that

they “always” or “usually” were able to schedule an
appointment with a specialist as soon as they wanted.

The share of beneficiaries reporting major problems
accessing physicians for routine and specialty care has
remained below 6 percent since 2001. Although, generally
speaking, patients with poorer health status were more
likely to report problems, beneficiaries age 85 or older
were least likely to report big problems. Considering the
importance of tracking access to primary care specifically,
the Commission suggests that CMS consider asking
specifically about beneficiary access to primary care
providers on the CAHPS-FFES survey, including primary
care physicians, nurse practitioners, and physician
assistants.

In a 2007 patient survey, the Commonwealth Fund found
that, compared with people who have private insurance,
Medicare beneficiaries age 65 or older reported fewer
problems obtaining medical care, less financial hardship
due to medical bills, and higher overall satisfaction with
their health care (Davis et al. 2009). Among elderly
Medicare beneficiaries, 10 percent said that their physician
did not take their insurance, compared with 17 percent

of those with employer coverage and 24 percent of those
with individually purchased insurance. About 20 percent
of elderly Medicare beneficiaries reported access problems
for health care due to costs compared with 37 percent

of people with employer-sponsored health insurance.
Regarding perceived quality of care, 61 percent of elderly
Medicare beneficiaries said that they received “excellent
or very good” care, compared with 49 percent of those
covered by employer-based plans and 48 percent of those
with individually purchased insurance.’

HSC also reported household survey results on access

to health care by type of insurance for 2007. Over the
last decade, HSC has conducted three large household
surveys funded by the Robert Wood Johnson Foundation.
For 2007, HSC found that Medicare beneficiaries were
significantly less likely to report delaying or not getting
needed medical care than people with employer-sponsored
private insurance and nongroup private insurance
(Cunningham 2008). Although Medicare beneficiaries
fared best, this survey found that access has generally
worsened for all insurance types over the last decade.® In

earlier work, HSC also examined patient-reported waiting
times for appointments. From 1997 to 2003, they found
that waiting times, in days, increased for both Medicare
beneficiaries and privately insured individuals age 55 to
64. This finding held true for primary care and specialist
appointments, but the research has not been updated since
2003. Although waiting times rose from 1997 to 2003,
complaints about delaying care did not rise at the same
pace, suggesting that patients may now expect longer waits
for physician appointments (Trude and Ginsburg 2005).

AARP also conducted a patient survey in 2007, which
found that Medicare respondents were less likely to
encounter problems accessing physicians than privately
insured people age 50 to 64 (Keenan 2007). For example,
68 percent of Medicare beneficiaries reported that

they “never” had to wait longer than they expected for
routine care, compared with 60 percent of privately
insured respondents. The AARP survey also asked about
patients’ satisfaction with access to physicians. Among
Medicare beneficiaries, 82 percent reported that they
were “extremely satisfied” or “very satisfied” compared
with 78 percent of privately insured individuals. Although
this survey’s sample size is smaller than both the
Commission’s and HSC'’s surveys, its results are consistent
with the larger surveys.

Using a variety of methods, the Government
Accountability Office also concluded that Medicare
beneficiaries have stable access to physician services
(Government Accountability Office 2009b). This

study found that Medicare beneficiaries experienced
few problems accessing physician services during a
2007-2008 study period. Furthermore, the proportion
of beneficiaries who received physician services and
the number of services per beneficiary served increased
nationwide from 2000 to 2008.

Physician surveys show that most physicians
accept Medicare patients

We also measure beneficiary access to physicians through
information obtained in physician surveys, such as those
conducted by HSC, the Commission, and the National
Center for Health Statistics. For the most part, these
surveys explore physicians’ willingness to accept new
patients by various insurance types, finding that most
physicians are willing to accept some or all Medicare
patients.

HSC’s mail survey of physicians in 2008 found that most
physicians are accepting all or most new Medicare and
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privately insured patients in their practice (Boukus et al.
2009). Specifically, 74 percent of physicians reported
that their practices accepted all or most new Medicare
patients, and 87 percent reported accepting all or most
new privately insured patients. (These percentages
include practices with potentially low shares of Medicare
patients, such as pediatrics.) Physicians’ acceptance of
new Medicaid patients was lower (53 percent) than for
Medicare and privately insured patients. African American
physicians were more likely than white physicians to
accept new Medicaid patients. Physicians in rural areas
were more likely than those in urban areas to accept new
patients of all insurance types.

Boukus and colleagues also found that newer physicians
were more likely to accept new Medicare patients than
physicians who had been in practice longer. Additionally,
employee physicians (compared with full or part owners)
and physicians who are part of a group practice (compared
with solo or two-physician practices) were more likely

to accept all new Medicare patients. Physicians who
classified themselves in surgical or medical specialties
were more likely to accept all new Medicare and privately
insured patients compared with the remaining internal
medicine physicians—most, if not all, of whom practice
primary care. Considering that the share of physicians
selecting careers in office-based primary care is declining,
this differential in access between primary care and
specialty care is likely to widen for both Medicare and
privately insured patients (Bodenheimer 2006).

The National Ambulatory Medical Care Survey
(NAMCS)—a national survey of office-based
physicians—also shows that over the last several years a
large majority of physicians continue to accept some or all
new Medicare patients. For 2007, among physicians with
at least 10 percent of their practice revenue coming from
Medicare, 92 percent accepted at least some new Medicare
patients (Cherry 2009). By specialty, 88 percent of primary
care physicians and about 94 percent of physicians in all
other specialties accepted at least some new Medicare
patients.”

The Commission’s 2006 survey of physicians also

asked about acceptance of new patients by insurance

type (Medicare Payment Advisory Commission 2007b).
Separating Medicare FFS from Medicare Advantage,

and differentiating between HMO and non-HMO private
insurance, we found that 80 percent of physicians accepted
all or most new Medicare FFS patients; 86 percent of
physicians accepted all or most new private, non-HMO

patients; 65 percent of physicians accepted all or most new
HMO patients; and 47 percent accepted all or most new
Medicaid patients.

A different type of study—focused more on claims-
processing indicators—also compares Medicare with
private insurers. Conducted by the American Medical
Association (AMA), the 2009 National Health Insurer
Report Card shows that Medicare performed similar to or
better than private insurers on several claims-processing
measures, such as indicators for timeliness, transparency,
and accuracy of claims processing (American Medical
Association 2009). The report card noted that, although
Medicare had higher rates of denied claims (4 percent)
than several of the private insurers, Medicare does not
require preauthorization for services, as do many private
insurers.

Focus groups of beneficiaries and physicians
report no major access problems

In addition to analysis of nationally based indicators of
access to physician services, we also conducted focus
groups with beneficiaries and physicians to gain further
insight into access issues in different areas of the country.
For this work, we conducted a series of 18 focus groups in
three areas (Baltimore, Chicago, and Seattle). Participants
totaled 99 Medicare beneficiaries and 64 physicians.
Although focus groups are not designed to be nationally or
even regionally representative, Medicare participants were
recruited to include a range of participants representing
different income level, race and ethnicity, and health
status. Our physician focus groups also included a range of
physicians from different practice sizes (from solo to large
group practices), specialties, race and ethnicity, and patient
populations. Overall, we found that access to physician
services does not appear to be a major problem in any of
these three locations, but one or more participants in each
location reported some difficulties. Most physicians said
that they were accepting new Medicare patients, but a few
were not.

Beneficiary focus groups For the most part, beneficiaries
in our focus groups stated that they had long-established
relationships with a particular doctor or practice and have
not recently needed to search for a new doctor. Most
beneficiaries reported that they did not have to wait an
unreasonable amount of time to get an appointment with
their doctors, especially their primary care doctor. Several
reported that, although they heard about primary care
doctors not accepting new Medicare patients, they did not
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experience a problem. Lower income beneficiaries in the
focus groups appeared more likely than higher income
individuals to encounter access problems.

Because the incidence of needing and looking for a
specialist (for new health problems) is higher than that
for primary care physicians, problems finding specialists
and getting appointments with them were more frequently
reported in our focus groups, compared with primary care
physicians—with whom beneficiaries had long-standing
relationships. (Recall that our annual telephone survey
shows that only 6 percent of Medicare beneficiaries report
needing to find a primary care physician (Table 2B-1, p.
73).) A few beneficiaries reported that, compared with
their previous experiences in private insurance, they
preferred having Medicare because the coverage seemed
to work more smoothly. In more than one market area,
however, beneficiaries under age 65 reported feeling that
doctors questioned the extent of their disability and thus
their Medicare eligibility.

Physician focus groups In the physician focus groups, we
asked physicians about their willingness to accept new
Medicare patients and their ability to get referrals for their
patients. Although almost all the physicians in our focus
groups were accepting new Medicare patients, a few were
not. Most complained that Medicare’s payment rates

are low relative to private insurer payment rates. Some
physicians reported that their offices limited the number
of new Medicare patients that they accept each year. Some
specialists emphasized the importance of maintaining
Medicare revenue and accepting Medicare referrals in their
practice. Some physicians in our focus groups indicated
that they did not accept Medicare Advantage plans but

did accept patients with traditional Medicare. Other
physicians—even in the same city—reported that they had
the opposite policy. Some physicians reported that they
did not accept certain private insurance plans because of
low payment rates and inability to negotiate higher rates.
Medicaid was, by far, the least accepted insurance source
among the physicians.

Psychiatry was the most frequently listed specialty for
which physicians reported having difficulty finding
referrals for their Medicare patients. Researchers have
attributed this access problem primarily to Medicare’s
considerably higher beneficiary cost-sharing liability for
outpatient psychiatric services, relative to other Part B
services (Abrams and Young 2006, Slade et al. 2005).
Psychiatrists may be unable to collect the full cost-sharing
portion from patients or from Medicaid in some states. On

this issue, the Congress recently lowered beneficiary cost
sharing for outpatient psychiatric services to become equal
to that of most other Part B services by 2014 as described
in the text box on page 80. Note, however, that this policy
change does not affect Medicare’s allowed fee schedule
rate for these services. Some observers may also attribute
access problems to Medicare’s allowed fee schedule
payment rate for these services. Further research on
Medicare’s fee schedule valuation of these services may
be helpful. Also, other research has found that psychiatrists
are much less likely to accept new patients, regardless of
insurance type, than other physicians (Boukus et al. 2009).

There was considerable agreement among physicians in
our focus groups about their likes and dislikes regarding
Medicare. The most frequently cited complaint about
Medicare was that its payment rates were lower than
private rates. Many physicians stated that Medicare did
not compensate them sufficiently for the time they needed
to spend with elderly patients with complex medical
problems. Several physicians in one area expressed
frustration with Medicare’s coding issues and the billing
system—especially the coding of longer physician visits—
and cited anxiety about Medicare audits and reviews.

Almost all physicians reported that they liked the
predictability and reliability of Medicare payment. Many
also commented that they appreciated Medicare’s lack
of preapproval requirements, particularly for surgical
procedures—allowing physicians to address patients’
needs quickly. A third item that many physicians stated
regarding their likes about Medicare was its reliable
coverage for elderly and disabled patients. One physician
said that he was appreciative that he did not have to worry
about his elderly patients losing health insurance and not
being able to come see him. Others also stated that they
enjoyed treating the elderly patient population and found
this age group intellectually stimulating.

The topic of “concierge care” was raised by participants
in both the beneficiary and physician focus groups. In
general, concierge care—also known as retainer-based
care—is physician-based care (typically for primary care)
in which patients are charged a membership fee in return
for enhanced services. This model of care is associated
with lower patient caseloads per physician. Many
beneficiaries in our focus groups had heard of concierge
care but most were not directly affected by it and did not
report access problems resulting from it. Two beneficiaries
who had recently signed up with concierge physicians
reported that, although it was expensive, they liked it.
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Payment policy changes for outpatient psychiatric services may improve

patient access

The Medicare Improvements for Patients and
Providers Act of 2008 (MIPPA) phases out

the higher cost-sharing liability that had been

in place for outpatient psychiatric services since
Medicare’s inception. Starting in 2010, beneficiary cost
sharing drops from 50 percent to 45 percent, then drops
again in 2012 to 40 percent, in 2013 to 35 percent, and
in 2014 to 20 percent—equal to that of most other Part
B Medicare services.

Many experts and researchers have stated that this
historic disparity in cost sharing between most other
Part B services and outpatient psychiatric services
created access problems for Medicare patients. Some
mental health professionals may be unwilling to accept
Medicare patients who do not have supplemental
insurance that fully covers their cost sharing because of
the challenges associated with collecting this portion
from patients or from Medicaid in some states (Abrams

and Young 2006, Slade et al. 2005). Several physicians
in our focus groups (discussed on pp. 78-80 of this
chapter) stated that finding psychiatrists for their
Medicare patients can be difficult.

The MIPPA provision does not mean that psychiatrists
and other eligible mental health professionals will be
able to collect higher total amounts for their services
as determined by the physician fee schedule. Rather,
they will be able to collect larger shares of payments
from Medicare and rely less heavily on copayments
from patients (some of whom may have been unable
to afford the cost sharing) and supplemental insurance
(including Medicaid).

Regarding other work related to mental health care, the
Commission is currently examining issues related to
Medicare’s prospective payment system for inpatient
psychiatric care. B

Alternatively, several beneficiaries stated that they would
not want to pay the extra fees and would be unhappy if
their physicians converted to concierge practices. None
of the physicians in our focus groups was in a concierge
practice, but one had former experience in one. Many

of the physicians expressed concern about this model of
care, but a small number of physicians thought it could be
useful and compared it with medical home models.

Rates of physician participation and services paid
on assignment are high

To supplement our data on the supply of physicians
treating Medicare patients and beneficiaries’ reported
access to physician care, we examine assignment rates (the
share of Medicare allowed charges for which physicians
accept the assigned fee schedule amount as payment

in full) and physician participation rates (the share of
physicians and other health professionals with signed
Medicare participation agreements who accept the fee
schedule amount as payment in full). Our analysis of
Medicare claims data shows that 99.5 percent of allowed
charges for physician services were assigned in 2008

(Figure 2B-1); that is, for almost all allowed services
that year, physicians agreed to accept the Medicare fee
schedule amount as payment in full for the service. The
assignment rate has held steady at more than 99 percent
since 2000.

The high rate of assigned charges reflects the fact that
most physicians who bill Medicare do so as participating
physicians. For 2009, 95 percent of physicians, limited
license practitioners, and nonphysician practitioners

who billed Medicare had participation agreements

with Medicare. Participating physicians agree to accept
assignment on all allowed Medicare claims in exchange
for a 5 percent higher payment on allowed charges.
Participating physicians also receive nonmonetary
benefits, such as being able to receive payments directly
from Medicare (less the beneficiary cost-sharing portion)
rather than having to collect the total amount from the
beneficiary. This arrangement is a major convenience for
many physicians. In fact, we note that in AMA’s 2009
National Health Insurer Report Card, Medicare performed
similar to or better than private insurers on several claims-
processing measures, such as indicators for timeliness,
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transparency, and accuracy of claims processing
(American Medical Association 2009). Participating
physicians also have their name and contact information
listed on Medicare’s website and they have the ability to
electronically verify a patient’s Medicare eligibility and
supplemental insurance status. Participation agreements,
however, do not require physicians to take Medicare
patients.

While 97 percent of allowed charges in 2008 were for
services provided by participating physicians, another 2
percent were for services provided by nonparticipating
physicians who decided to accept assignment. Only 0.5
percent of allowed charges were for services provided
by nonparticipating physicians who did not accept
assignment.

Volume growth does not reveal access
problems but highlights sustainability,
pricing, and equity concerns

Interpreting increases and decreases in service volume
growth as an indicator of payment adequacy is complex.
For example, decreases in volume could signify price
inadequacy if physicians were reluctant to offer such
services based on their Medicare payment. However, our
evidence indicates that volume decreases are more likely
to be due to other factors, such as general changes in
practice patterns. For example, the volume of coronary
artery bypass grafting has been declining as other
interventions substitute for the procedure. Increases

in volume may signal overpricing if physicians favor
certain services because they are exceedingly profitable;
similarly, other factors—including population changes,
disease prevalence, changes in Medicare benefits,

shifts in the site of care, technology, and beneficiaries’
preferences—can also explain volume increases. As an
example, procedures for injecting pharmacologic agents
into the eye have increased in volume in recent years as
therapies have emerged for treating macular degeneration.
Another confounding factor is that the volume of
services sometimes increases when payment rates
decline (Codespote et al. 1998). The possibility of such
a response—known as a behavioral or volume offset—
makes it particularly difficult to interpret volume increases
by themselves as an indicator of payment adequacy.

Volume growth gives rise to other concerns expressed by
the Commission and others about the future of Medicare.
These concerns include the fiscal sustainability of the

Medicare program, the inequity of a payment system that
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allows some physicians to generate volume and revenue
more readily than others, and the mispricing of services in
the physician fee schedule. We discuss these issues later in
the chapter.

In 2008, the volume of physician services used per
Medicare beneficiary continued to grow. For this analysis,
we used claims data for 2003 through 2008 and calculated
per beneficiary growth in the units of service furnished

by physicians and other professionals billing under
Medicare’s physician fee schedule. We then weighted

the units of service by each service’s relative value units
(RVUs) from the physician fee schedule. The result is

a measure of growth that accounts for changes in both

the number of services and the complexity, or intensity,

MECIpAC
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of those services. We thus distinguish growth in volume
from growth in units of service: volume growth includes
changes in intensity, whereas unit-of-service growth
does not. Compared with analyzing growth in spending,
measuring growth in volume removes the effects of price
changes.

Across all services, volume per beneficiary grew 3.6
percent in 2008 (Table 2B-3). For each broad category of
service—evaluation and management (E&M), imaging,
major procedures, other procedures (nonmajor), and
tests—growth rates varied but were all positive. Services
in the “tests” category grew the most: from 2007 to

2008, they increased 4.5 percent. Growth rates for other
categories were 4.3 percent for other procedures, 3.5
percent for E&M, 3.3 percent for imaging, and 2.7 percent
for major procedures.

In contrast to volume growth for the broad service
categories, some of the subcategories of services saw
decreases. The volume decrease in coronary artery

bypass grafts continues a trend in recent years and likely
represents substitution of less invasive services for this
procedure. The volume decrease in colonoscopy is more
difficult to interpret. We note that Medicare beneficiaries
use different types of services for screening, diagnosis, and
treatment of diseases of the colon. We will monitor these
services for signs of changes in utilization. In the case of
the two categories of MRI studies—MRI of the brain and
MRI of other parts of the body, we make two observations
about the decreases in the volume of these services. First,
for both categories, the number of services per beneficiary
increased. Second, the intensity of services decreased—
that is, average RVUs per service fell. The decreases in
intensity occurred because of shifts in utilization from
studies done with contrast material to studies done without
contrast material.

Other subcategories saw increases in volume per
beneficiary, with some of the increases raising questions
about necessity. Imaging services in the “Advanced—
computed tomography (CT): other” category are one
example. These services grew at an average annual rate
of 12.6 percent from 2003 to 2007 and by another 4.6
percent from 2007 to 2008.8 This growth has accompanied
dramatic increases in CT availability, raising questions
about the costs and benefits of the expansion (Baker et al.
2008). Outpatient rehabilitation, under other procedures,
is another service that has seen rapid growth in volume.
From 2003 to 2007, the volume of these services per

beneficiary grew an average 11.7 percent per year. From
2007 to 2008, growth was another 10.3 percent. Because
of concerns about growth in spending for these services,
limits—known as “therapy caps”—were established

as part of the Balanced Budget Act of 1997.7 However,
much of the growth in 2008 occurred in services eligible
for an exception to the caps.'” Under major procedures,
the “orthopedic—other” category is a third example of
services with rapid volume growth. From 2003 to 2007,
service volume went up by an average of 7.2 percent
and from 2007 to 2008 it went up by 8.1 percent. While
this category includes a somewhat heterogeneous mix
of services, much of the growth here is in spine surgery,
a type of procedure that has prompted questions about
effectiveness (Abelson 2008).

Quality of care: Most ambulatory care
quality measures remained stable or
improved from 2006 to 2008

Our analysis of Medicare claims data shows that
ambulatory care quality, by most measures, was stable

or showed improvement. Using a set of indicators
developed by the Commission, the Medicare Ambulatory
Care Indicators for the Elderly (MACIEs), we measured
changes over time in the provision of necessary acute

and follow-up care to beneficiaries in FFS Medicare

with certain acute and chronic-disease diagnoses that

are prevalent in the Medicare elderly population, and we
measured rates of potentially avoidable hospitalizations for
five chronic conditions.,Online Appendix B.to this chapter
describes development of the MACIEs in more detail and
online Appendix C'to this chapter lists the 38 indicators.

Most quality indicators improved or were stable
from 2006 to 2008

Comparing the indicators in 2008 with those in 2006, we
find that most remained stable or improved (Table 2B-

4, p. 84). Among the 38 MACIE measures, 19 showed
statistically significant improvement and 14 showed no
statistically significant change. This finding indicates that
beneficiaries with the selected conditions were at least as
likely (or more likely) in 2008 as in 2006 to receive the
clinically indicated services for their condition and, in
most cases, avert potentially avoidable hospitalizations
related to their condition. Further, we see improvements in
the potentially avoidable hospitalization outcome measures
for diabetes, coronary artery disease, and congestive

heart failure that are correlated with improvements in
performance on process measures for the same conditions.
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TABLE
Use of physician services per fee-for-service beneficiary continues to increase

Change in units of service Change in volume
per beneficiary per beneficiary

Percent
Average annual Average annual of total
Type of service 2003-2007 2007-2008 2003-2007 2007-2008 volume

All services 3.5% 3.1%
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Evaluation and management
Office visit—established patient
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Imaging
Advanced —CT: other
Echography —heart
Standard —nuclear medicine
Advanced —MRI: other
Standard —musculoskeletal
Advanced —MRI: brain
Echography —other
Imaging/procedure—other
Standard —breast
Standard —chest
Echography—carotid arteries
Advanced—CT: head

Maijor procedures
Cardiovascular—other
Orthopedic—other
Knee replacement
Coronary artery bypass graft
Coronary angioplasty
Explore, decompress, or excise disc
Hip replacement
Hip fracture repair
Pacemaker insertion
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Other procedures
Skin—minor and ambulatory
Outpatient rehabilitation 1
Radiation therapy
Minor—other 1
Cataract removal/lens insertion
Minor—musculoskeletal
Colonoscopy
Eye—other 1
Cystoscopy
Upper gastrointestinal endoscopy
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Tests
Other tests
Electrocardiogram
Cardiovascular stress tests
Electrocardiogram monitoring
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Note:  CT (computed tomography), MRI (magnetic resonance imaging). Volume is measured as units of service multiplied by each service's relative weight (relative value
units) from the physician fee schedule. To put service use in each year on a common scale, we used the relative weights for 2008. For billing codes not used in
2008, we imputed relative weights based on the average change in weights for each type of service. Some low-volume categories and services are not shown but
are included in the summary calculations. One such category includes all positron emission tomography services that would otherwise appear in disparate other
categories.

Source: MedPAC analysis of claims data for 100 percent of Medicare beneficiaries.
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Most ambulatory care quality
indicators improved or were
stable from 2006 to 2008

TABLE
2B-4

Number of indicators

Indicators Improved Stable Worsened Total
All 19 14 5 38
Anemia 3 1 0 4
CAD 3 1 0 4
Cancer 0 3 4 7
CHF 7 1 0 8
COPD 1 0 1 2
Depression 0 1 0 1
Diabetes 4 3 0 7
Hypertension 0 1 0 1
Stroke 1 3 0 4

Note:  CAD (coronary artery disease), CHF (congestive heart failure), COPD
(chronic obstructive pulmonary disease).

Source: MedPAC analysis of Medicare Ambulatory Care Indicators for the Elderly
(MACIE) from the Medicare 5 percent Standard Analytic Files.

We found a statistically significant decline in 5 of the

38 quality indicators from 2006 and 2008. First, we
found a small decline (about 0.5 percentage point) in the
breast cancer screening rate (64.8 percent) for female
beneficiaries age 65 to 74. This change is consistent with
breast cancer screening rates for Medicare managed-
care enrollees, which decreased from 69.5 percent in
2006 to 68.0 percent in 2008 (National Committee for
Quality Assurance 2009). Second, we found a relatively
larger decrease in the rate for follow-up mammography
for beneficiaries who had a diagnosis of breast cancer
within the preceding 12 months.'! Third, we observed a
small (less than 2 percentage points) decrease in the rate
of recommended chest X-rays for beneficiaries with an
initial diagnosis of breast cancer. Fourth, we identified a
small decline in the rate of colonoscopies for beneficiaries
with a first-time diagnosis of iron-deficiency anemia

(a potential symptom of colon cancer). Last, we found

a small increase in the rate of potentially preventable
hospitalizations for beneficiaries diagnosed with chronic
obstructive pulmonary disease (COPD). COPD can often
be controlled in an outpatient setting, so a rise in the
hospitalization rate for exacerbations of COPD may reflect
a decline in the quality of outpatient care (Agency for
Healthcare Research and Quality 2007).

Most measures of potentially avoidable
hospitalizations improved or were stable from
2006 to 2008

Six MACIEs measure the occurrence of potentially
avoidable hospitalizations or emergency department
visits for selected chronic conditions. Three of these
measures improved, two remained stable, and one
worsened (hospitalizations for beneficiaries with COPD,
discussed above). The three measures that significantly
improved from 2006 to 2008 were the percentage of
beneficiaries diagnosed with unstable angina who had
multiple emergency department visits during the year,

the percentage of beneficiaries with diabetes who were
admitted to a hospital for serious long-term complications
of that condition (e.g., lower extremity amputation), and
the percentage of beneficiaries with congestive heart
failure who had hospitalizations related to heart failure.
Inpatient admission rates were stable for beneficiaries
with diabetes or with hypertension who were admitted
for treatment of serious short-term complications of those
conditions.

We found that, for several conditions, the declines

in potentially avoidable hospitalizations occurred
concurrently with increases in the use of other clinically
indicated services for the same condition. For example,
for diabetes we found a decrease in the rate of diabetes-
related hospitalizations over the same time period that we
observed statistically significant increases in the use of
diagnostic testing (such as lipid and hemoglobin testing)
and follow-up visits for beneficiaries diagnosed with
diabetes.

Medicare payments and providers’ costs

To assess Medicare payments and providers’ costs, we
compare Medicare’s fee schedule payments to private
insurers’ payments and examine forecasts for input cost
changes. We cannot look at financial performance of
physicians directly because physicians are not required to
report their costs to Medicare, as are other providers such
as hospitals and home health agencies.

Ratio of Medicare to private insurer physician fees
has remained relatively stable

Another measure of Medicare payment adequacy
examines the trend in Medicare’s allowed physician fees
(including patient cost sharing) relative to private insurer
allowed fees.'? In the early to mid-1990s, Medicare
payment rates averaged about two-thirds of commercial
payment rates for physician services, but since 1999
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Medicare rates consistently have been near 80 percent

of commercial rates. For 2008, Medicare’s payments

for physician services are at 78 percent of commercial
rates when averaged across all physician services and
geographic areas (Figure 2B-2). We base this analysis

on a data set of paid claims for two large national private
insurers.'? In a comparison of the two most recent years,
the 2008 rate is slightly lower (about 1 percentage point)
than it was for 2007. For this year’s report, we refined our
analysis methodology, which resulted in lower ratios of
Medicare to private rates by 1 to 2 percentage points in the
years 2004-2008.'4

Medicare’s payment rates for E&M services are closer

to private payers’ rates—about 82 percent on average

in 2008. We continue to see the effects of decline in
Medicare payment rates for the broad category of imaging
services due to a provision in the Deficit Reduction Act of
2005 that capped fee schedule imaging rates at rates from
the outpatient prospective payment system and changed
the calculation of practice expenses. If our Medicare-
to-private analysis excluded imaging services, the 2008
ratio would have been about 2 percentage points higher—
that is, the overall ratio would be about 80 percent for
nonimaging services.

It may also be useful to compare Medicare fees with
national preferred provider organization (PPO) rates
because most commercially insured individuals (nearly
two-thirds) are in PPO arrangements. This comparison
may better represent the prevailing commercial rates that
physicians face relative to Medicare. Using a subset of
the data included in our overall analysis, we calculate that
Medicare’s rates for physician services average about 80
percent of commercial PPO rates.

In considering how commercial payment rates may
affect access for Medicare beneficiaries, we refer to
research conducted by HSC, cited earlier in this chapter.
This research found that the proportion of Medicare
beneficiaries reporting problems with access to care in
markets with the widest payment rate gaps did not vary
significantly from the proportion reporting problems

in markets with more similar payment rates (Trude and
Ginsburg 2005). In addition, privately insured individuals
age 55 to 64 did not appear to gain better access to care
relative to Medicare beneficiaries in markets with higher
commercial payment rates. These findings suggest that
developments in local health systems and markets may
strongly influence access for both Medicare beneficiaries
and the privately insured. These conditions may affect
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beneficiary access as much as or more than Medicare
payment levels.

Input costs for physician practices are expected to
increase in 2011

For 2011, CMS forecasts that input prices for physician
services will increase by 2.1 percent.'® This forecast
does not include an adjustment for expected productivity
increases. In contrast, CMS’s 2011 forecast of the
Medicare Economic Index (MEI)—a measure of
changes in input prices for physician services, adjusted
for productivity growth in the national economy—is

0.9 percent. For these forecast estimates, CMS collects
from various data sets and surveys. Additionally, CMS
calculates a weighted average of expected input price
changes from survey data collected by the AMA in 2000.

Medicare’s total payments to physicians have increased
faster than both the MEI and updates to the fee schedule’s




Volume growth has raised
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prices and the updates

100
—&— Spending per beneficiary
- &-- ME|
E‘t 80— e Updates
O
<
v
£ 60—
g
[
Q.
0
2 40
S
F)
£
5
U 20
e e
"/E_‘_ﬂl—'
a
S I e e e I I
1998 2000 2002 2004 2006 2008

Note:  MEI (Medicare Economic Index).

Source: 2005 and 2009 trustees’ reports and data from Office of the Actuary.

conversion factor (Figure 2B-3). Over the first 12 years of
the SGR policy (1997-2008), the updates rose 17 percent
cumulatively while the MEI rose 34 percent cumulatively.
However, examining these two rates ignores volume
growth and its effect on physician revenues. Over the
same 12-year period, Medicare spending for physician
services—per beneficiary—increased by 90 percent.
Volume growth accounts for the difference between the
updates and spending growth, and physician revenues
from this spending growth are a function of volume
growth and fee schedule updates.

How should Medicare payments change
in 2011?

In consideration of the expected input cost growth
described above and our analysis of other payment
adequacy indicators, the Commission recommends
a modest update for physician services in 2011. We
summarize this analysis and recommendation below.

Update recommendation

Our analysis of the most recently available data finds that,
overall, Medicare payments for physician services are
adequate. Access, supply, quality, and volume measures
suggest that most Medicare beneficiaries are able to obtain
physician services with few or no problems. Certain
market areas, however, may be experiencing more access
problems due to factors unrelated to Medicare—or even
private—payment rates, such as relatively rapid population
growth. Although a relatively small share of beneficiaries
report major problems finding a primary care physician,
these beneficiaries’ experiences are very concerning. The
Commission has made recommendations in previous
reports to promote primary care services through targeted
payment increases and the testing of medical home models
of care.

For this report, we recommend that the Congress

change current law to update the physician fee schedule
conversion factor for 2011 by a moderate amount—1.0
percent. In making this update recommendation, the
Commission takes into account three factors that summon
the need to maintain cost pressures. First, the Commission
strongly promotes the principle that Medicare’s payment
systems should encourage efficiency in the provision of
Medicare services. Competitive markets demand continual
efficiency improvements from the workers and firms who
pay the taxes used to finance Medicare. Maintaining cost
pressure is a key to achieving efficiency improvements. A
second consideration that calls for constraint is the impact
on beneficiaries’ out-of-pocket spending liability. Updates
for physician services carry with them increases to
beneficiaries’ cost-sharing and premium amounts. Third,
the Medicare program faces fiscal sustainability problems,
which require committed efforts to resolve if Medicare
spending growth is to be slowed.

RECOMMENDATION 2B

The Congress should update payments for physician
services in 2011 by 1.0 percent.

RATIONALE 2B

Our analysis of the most recently available data finds that,
overall, Medicare payments for physician services are
adequate. Access, supply, quality, and volume measures
suggest that most Medicare beneficiaries are able to
obtain physician services with few or no problems. In

our 2009 patient survey, Medicare beneficiaries (age

65 or older) were more likely to report better access to
physicians than privately insured individuals (age 50 to
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64). We recommend that the Congress change current law
to update the physician fee schedule conversion factor for
2011 by a moderate amount—1.0 percent. In addition,

we reaffirm our previous recommendation to increase
payments for primary care services when provided by
practitioners who focus their practice on primary care (see
text box, pp. 88—-89).

IMPLICATIONS 2B

Spending

e Relative to current law, this recommendation is
estimated to increase federal program spending by
more than $2 billion in the first year and by more than
$10 billion over five years. Enactment of any positive
update for 2011 would substantially increase Medicare
spending relative to current law, because current law
under the SGR system calls for negative updates from
2010 through at least 2015.

Beneficiary and provider

* Relative to current law, the update recommendation
would increase Part B premiums and coinsurance
liability amounts. Payment increases for physician
services would maintain provider willingness to serve
Medicare patients and thus beneficiary access to their
services.

Accuracy and equity of payment for
physician services

The Commission has consistently raised concerns about
mispricing of services in the physician fee schedule

and the inequity of a payment system that allows some
physicians to generate volume and revenue more readily
than others. These issues have strong implications for the
sustainability of Medicare and—over the long run—the
mix of physicians serving Medicare beneficiaries.

®  Mispricing. In previous work, the Commission
made recommendations on improving the process
through which CMS reviews the fee schedule’s
relative values for accuracy (Medicare Payment
Advisory Commission 2006). Since then, CMS and
the AMA Specialty Society Relative Value Scale
Update Committee have improved the review process.
However, there are still reasons for CMS to adopt our
recommendations. For example, many procedures
have never been reexamined to determine whether
the average time and intensity of effort necessary to

perform them has decreased as a result of advances
in technology, technique, and other factors. When
such efficiency gains are achieved, the work value
for the affected services should decline accordingly,
and—through application of budget-neutrality
requirements—the values for all other services would
increase (assuming all else equal). But because of
the problems with the review process, categories of
services without new procedures—such as primary
care—become undervalued over time and thus risk
being underprovided. The converse—that overvalued
services may be overprovided—is also a concern.

e  Equity. The physician fee schedule—a FFS payment
system—creates two mechanisms for payment
inequity among physicians. First, it rewards
physicians who increase the volume of services they
provide regardless of the services’ benefits, with
the potential—under the SGR system—for across-
the-board reductions in fees for all services and all
physicians. Second, the fee schedule establishes
considerable differences in physician compensation.
That is, for a given amount of a physician’s time,
differences in payment raise questions about whether
they are consistent with the difficulty of furnishing
the service. Furthermore, the Commission has raised
questions about whether the basis and process for
valuing physician services needs to be revised.

For future work, the Commission—while not determining
RVUs—will continue to address these issues. As an
example, we will consider the validity of estimates of

the typical amount of time a physician spends furnishing
the services billable under the physician fee schedule.
These time estimates explain much of the variation in the
fee schedule’s payments for physician work. However,
questions about the estimates have been raised in research
for CMS and the Assistant Secretary for Planning and
Evaluation (Cromwell et al. 2006, Cromwell et al.

2007, McCall et al. 2006). In addition, the Government
Accountability Office found that the fee schedule does
not adequately account for efficiencies occurring when a
physician furnishes multiple services for the same patient
on the same day (Government Accountability Office
2009a). The Commission will investigate the availability
of data—or approaches to collecting data—that could
substitute for the time estimates. Futher, we will explore
whether expanding the unit of payment through packaging
or bundling would improve payment accuracy and
encourage more efficient use of services. B

Report to the Congress: Medicare Payment Policy | March 2010 87



Previous Commission recommendation on a fee schedule adjustment for

primary care

n 2008 and again in 2009, the Commission

recommended a fee schedule adjustment to

promote primary care. Through budget-neutral
payment increases for primary care services, the
recommendation redistributes fee schedule payments
toward selected services furnished by primary care
physicians and other health professionals who focus
their practice on providing primary care, such as
advanced practice nurses and physician assistants.

This recommended fee schedule adjustment would
signal a major change in the purpose of the physician
fee schedule. Currently, the fee schedule is intended
only to account for differences in resource costs
among services. Using the fee schedule as a vehicle for
promoting primary care would be a very different role
for the payment system. Instead of solely accounting
for services’ individual resource costs, a payment
system that included an adjustment for primary care
would place greater value on the services needed to
achieve a reformed delivery system. Following is the
recommendation made in the Commission’s June 2008
and March 2009 reports:

The Congress should establish a budget-neutral
payment adjustment for primary care services billed
under the physician fee schedule and furnished by
primary-care-focused practitioners. Primary-care-
focused practitioners are those whose specialty
designation is defined as primary care and/or those
whose pattern of claims meets a minimum threshold
of furnishing primary care services. The Secretary
would use rulemaking to establish criteria for
determining a primary-care-focused practitioner.

A fee schedule adjustment for primary care would
help overcome the undervaluation of primary care
services and help ensure beneficiaries’ access to
primary care services and practitioners. Because
primary care is essential for a well-functioning health
care delivery system, the Commission considers

it important to increase its value in Medicare. If
commercial insurers, Medicaid programs, and other
payers use Medicare’s physician fee schedule as a basis
for their payment rates, the fee schedule adjustment
could promote primary care throughout the health
care system. In addition, the fee schedule adjustment
would complement other recent, budget-neutral policy
changes implemented through regulation:

(continued next page)
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Previous Commission recommendation on a fee schedule adjustment for

primary care (cont.)

e For 2007, CMS’s five-year review—a review of the
fee schedule’s relative values for physician work—
resulted in payment increases for most primary care
services.

e Also for 2007, CMS changed its method for
determining the relative value of a fee’s practice
expense component and started a four-year transition
to the new values. This methodologic refinement—
intended to improve payment accuracy—resulted in
increased practice expense values for some types of
services, including primary care.

* For 2010, CMS no longer recognizes the billing
codes for consultation services. To make the change
budget neutral, the agency has allocated the work
relative values for consultations to some primary
care services—office visits and initial nursing
facility visits—and to initial hospital visits.

* For 2010, CMS has started a four-year transition to
practice expense relative values that incorporate data
from the Physician Practice Information Survey and
that account for an increase in the utilization rate for

expensive diagnostic equipment.'® These changes
have decreased practice expense relative values for
some services and increased them for other services,
including primary care services.

When fully implemented, the 2007 and 2010 policy
changes could have an important effect on payments.
Two caveats deserve consideration, however. First,

the increases are limited in how much they would
redistribute payments compared with the fee schedule
adjustment the Commission recommends. They apply
to the primary care services billed by all physicians, not
just the primary care services furnished by practitioners
who have focused their practices on primary care.
Second, if the regulatory changes are altered, their
effects could diminish. Comparing payment rates

in 2006 with payment rates in 2010, the rates for
primary care services would rise by 17.7 percent. The
increases in 2010 are a large proportion of that total.
The change in payment for consultations accounts

for 3.1 percentage points of the increase. The practice
expense changes account for 2.8 percentage points of
the increase. ®
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Endnotes

Physicians and other providers may be registered with
Medicare but not actively billing Medicare. A Commission
analysis of claims for 2006 shows that approximately 570,000
physicians billed Medicare. More recent data on the number
of physicians billing Medicare are unavailable because

of problems stemming from conversion to new provider
identifier numbers, which occurred in 2007 to comply with
the Health Insurance Portability and Accountability Act.

See http://www.medpac.gov/documents/MedPAC_Payment_
Basics_09_Physician.pdf.

The 2009 survey included an oversample of African
Americans, Hispanics, and other minorities—including
American Indians, Alaskan Natives, Asian Americans, and
Hawaiian and Pacific Islanders. All respondents had the
opportunity to take the survey in English or Spanish.

Within that population, our survey results do not distinguish
Medicare FFS enrollees from those in Medicare Advantage
(MA) plans because of the technical difficulty in obtaining
reliable self-identification of FFS or MA enrollment from
surveyed individuals. Similarly, we do not distinguish by type
of private coverage among the non-Medicare population in
our survey.

Although the sample size of Commonwealth’s survey makes
it difficult to draw definitive conclusions about Medicare
beneficiaries under the age of 65, results showed that these
disabled beneficiaries reported access problems more
frequently than elderly Medicare beneficiaries and privately
insured individuals. Further study on access issues for
disabled Medicare beneficiaries is needed to understand the
circumstances driving these results, which are consistent with
previous research findings (Briesacher et al. 2002).

Exact comparisons between HSC’s surveys and the
Commission’s surveys are difficult because of differences in
questions and respondent ages. For example, HSC’s survey
includes people of all ages, whereas the Commission’s survey
is limited to people age 50 or older. Also, the HSC survey
does not specifically ask about access to physician care;
instead, it focuses on access to medical care more generally.

For these analyses, we excluded certain types of specialties
that do not typically serve most Medicare beneficiaries, such
as all pediatric specialties, obstetrics, and medical genetics.
Physicians with specialties of anesthesiology, radiology, and
pathology are excluded by the NAMCS sampling frame,
which focuses on office-based physicians.

The 2008 growth rate for these services includes—but is not
limited to—rapid growth in CT-guided radiation therapy.

9

10

11

12

13

14

15

16

A more detailed description of the therapy caps can be
found at www.medpac.gov/documents/MedPAC_Payment_
Basics_09_OPT.pdf.

Some growth in the volume of outpatient therapy may be
due to enforcement of a compliance threshold for inpatient
rehabilitation facilities known as the “60 percent rule”
(Medicare Payment Advisory Commission 2009)

Medicare coding requirements changed for mammography
claims between 2006 and 2007. This change may have played
arole in the decline we detected in our data analysis.

Although allowed amounts include patient cost-sharing
liabilities, they do not include balancing billing amounts that
would exceed the fee schedule amounts.

Our analysis relies on data from two national insurers, but—
like all insurers—they face different market conditions in
different areas. In a particular area, for example, there may
be one dominant insurer that is better able to negotiate lower
prices with providers, while other insurers have to pay higher
rates. Although the data we use for our analysis from the

two national insurers have a wide and diverse geographic
distribution, we may not be able to fully capture the variation
in private payment rates in different areas that results from
local competitive circumstances.

The method used for the comparison involves calculating a
price index for the different types of private plans present in
the data that are the basis of our analysis—HMO, point of
service, preferred provider organization (PPO), and indemnity.
Each price index is a weighted average of service-level price
comparisons between Medicare and private payment rates,
using Medicare’s volume in each service as the weight. The
plan-specific estimates are then weighted based on the Kaiser
Family Foundation and Health Research and Educational
Trust yearly estimates of private enrollment in each type of
plan for 2008 (Kaiser Family Foundation and Health Research
and Educational Trust 2009). To address enrollment in high-
deductible health plans (HDHPs), we classified them as PPOs
for enrollment distribution and payment rate purposes, because
health plan industry sources indicate that 90 percent of HDHP
enrollees are offered these options off a PPO “platform.”

This input cost forecast includes an estimated 2.2 percent
increase in physician compensation (physicians’ wages and
benefits) and a 2.0 percent increase in practice expense costs.
CMS updates these forecasts quarterly. We used the forecasts
dated October 16, 2009.

In 2010, CMS will also conclude the four-year transition to
the new method for calculating practice expense.
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2C

R ECOMMTENDAT O N

The Congress should implement a 0.6 percent increase in payment rates for ambulatory
surgical center services in calendar year 2011 concurrent with requiring ambulatory
surgical centers to submit cost and quality data.

COMMISSIONER VOTES: YES 16 * NO 0 + NOT VOTING 0 + ABSENT 1




SECTION

Ambulatory surgical centers

Section summary

Ambulatory surgical centers (ASCs) furnish outpatient surgical services to
patients not requiring hospitalization and for whom an overnight stay is not

expected after surgery. In 2008,

¢ ASCs served 3.3 million Medicare beneficiaries, an increase of 2.8
percent over 2007,

¢ the number of Medicare-certified ASCs was 5,175, an increase of 3.7
percent over 2007, and

*  Medicare combined program and beneficiary spending on ASC services
was $3.1 billion, an increase of 9.7 percent per fee-for-service (FFS)

beneficiary over 2007.

Assessment of payment adequacy

Most of the available indicators of payment adequacy for ASC services,

discussed below, are positive. The Commission therefore recommends a modest

0.6 percent increase to the payment rates for ASC services in calendar year 2011,

concurrent with requiring ASCs to submit cost and quality data.

Beneficiaries’ access to care—Our analysis of facility supply and volume
of services provided indicates that beneficiaries’ access to ASC care has

generally been adequate.

In this section

* Are Medicare payments
adequate in 2010?

e How should Medicare
payments change in 20117

* Revisiting the ASC market
basket




®  Capacity and supply of providers—From 2003 through 2007, the number of
Medicare-certified ASCs grew by an average annual rate of 6.7 percent; in
2008, this rate slowed to 3.7 percent. The slower growth in 2008 may reflect
the downturn in the U.S. economy. Also, the ASC payment system underwent a
substantial revision in 2008, which may have caused investors to delay opening
new ASCs to see how payment system changes would affect the overall ASC
market.

e Volume of services—From 2003 through 2007, the volume of services per FFS
beneficiary grew by 10.2 percent; in 2008, volume growth rose slightly to 10.5
percent. From 2003 through 2008, the number of beneficiaries served in ASCs

increased by an average of 5.7 percent per year.

Quality of care—Because CMS does not require ASCs to submit quality data, we

are unable to assess ASCs’ quality of care.

Providers’ access to capital—ASCs’ access to capital appears to be adequate as the

number of ASCs has continued to increase.

Medicare payments and providers’ costs—From 2003 through 2008, ASCs’
Medicare revenue increased from $2.2 billion to $3.1 billion. Also, from 2003
through 2007, Medicare payments per FES beneficiary increased at an annual rate

of 8.0 percent and in 2008 by 9.7 percent.

Revisiting the ASC market basket

The projected change in providers’ input prices is an important part of the
Commission’s annual update process. Because of concerns that the market basket
index CMS uses to update ASC payments (the consumer price index for all

urban consumers) may not reflect ASCs’ cost structure, we examined whether an
alternative price index—such as those used for hospitals and physician practices—
would better measure changes in ASC costs. We used ASC cost data from a
Government Accountability Office survey to compare the distribution of ASC costs
with the distribution of hospital and physician practice costs. Although the ASC
cost data are not sufficient for comparing each category of costs across settings,
they suggest that ASCs have a different cost structure from hospitals and physician
offices. ASCs appear to have a much larger share of expenses related to medical
supplies and drugs than the other two settings, a much smaller share of labor costs
than hospitals, and a smaller share of all other costs than physician offices. Given
these marked differences, the Congress should require ASCs to submit cost data to
CMS, which should decide whether to use an existing Medicare price index as a

proxy for ASC costs or develop an ASC-specific price index. B
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An ambulatory surgical center (ASC) is a distinct entity
that furnishes outpatient surgical procedures to patients
who do not require an overnight stay following the
procedure. Almost all ASCs are freestanding facilities
rather than part of a larger facility such as a hospital.
Beneficiaries may also receive surgical services in
inpatient and outpatient hospital settings and sometimes in
physician offices.

ASC:s are a source of revenue for many physicians;

about 90 percent of ASCs have at least one physician
owner. In addition, about 20 percent of ASCs with
physician ownership are physician—hospital joint ventures
(Ambulatory Surgery Center Association 2008).

Since 1982, Medicare has made payments for surgical
procedures provided in ASCs. Physicians who perform
procedures in ASCs or in other facilities receive separate
payments for their professional services.

To receive payments from Medicare, ASCs must meet
Medicare’s conditions of coverage for ASCs, which
specify minimum standards for: administration of
anesthesia, quality evaluation, operating and recovery
rooms, medical staff, nursing services, and other areas.

Medicare pays for a bundle of facility services provided
by ASCs, such as nursing, recovery care, anesthetics, and
supplies. This payment system underwent substantial
revisions in 2008 (see'online Appendix A'to this chapter,
available at http://www.medpac.gov.). The most significant
changes included a substantial increase in the number

of surgical procedures covered under the ASC payment
system, allowing ASCs to bill separately for certain
ancillary services, and large changes in payment rates for
many procedures. To help ASCs adjust to the changes in
payment rates, CMS is phasing in the new payment rates
over four years, from 2008 through 2011.

Medicare covers about 3,400 surgical procedures under

the ASC payment system. The relative weight for most
covered surgical procedures is based on its relative weight
under the outpatient prospective payment system (PPS)—
the system Medicare uses to set payments for most services
furnished in hospital outpatient departments (HOPDs).!
This linkage to the outpatient PPS is consistent with a
previous Commission recommendation to align the relative
weights in the outpatient PPS with the ASC payment
system (Medicare Payment Advisory Commission 2004).
For most covered surgical procedures, the payment rate is

the product of its relative weight and a conversion factor
set at $41.87 in 2010. However, the conversion factor in
the outpatient PPS for 2010 is $67.41. The reason for the
difference in conversion factors is that CMS sets the ASC
conversion factor so that total payments equal what the
program spent on ASC services in 2007, the year before
CMS implemented the revised ASC payment system. In
contrast, CMS sets the outpatient PPS conversion factor so
that total payments in that system equal what the program
spent on hospital outpatient services in the year before
CMS implemented the outpatient PPS. Note that CMS
updates both the ASC and outpatient PPS conversion
factors over time to reflect inflation.

An important exception to this linkage to the outpatient
PPS is the procedures that are performed predominantly in
physician offices and that were first covered under the ASC
payment system in 2008 or later. Payment for these “office-
based” procedures is the lesser of the amount derived

from the outpatient PPS relative weights or the nonfacility
practice expense amount indicated on the Medicare
physician fee schedule (MPES). CMS set this limit on the
rate for office-based procedures to prevent migration of
these services from physician offices to ASCs for financial
reasons. Because CMS updates payment rates in the
outpatient PPS and the MPFS independently of each other,
it is possible for the ASC payment rate for an office-based
procedure to be based on the outpatient PPS rate in one
year and on the MPFS rate the next year (or vice versa).

The ASC payment system generally parallels the outpatient
PPS in terms of which ancillary services are paid separately
and which are packaged into the payment of the associated

surgical procedure. Starting in 2008, ASCs receive separate
payment for these ancillary services:

* radiology services that are integral to a covered
surgical procedure if separate payment is made for the
radiology service in the outpatient PPS,

* brachytherapy sources implanted during a surgical
procedure,

e all pass-through and non-pass-through drugs that
are paid separately under the outpatient PPS when
provided as part of a covered surgical procedure, and

* devices with pass-through status under the outpatient
PPS.

The Commission’s Payment Basics series provides more
information about the ASC payment system (available at
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Differences in types of patients treated in ambulatory surgical centers and

hospital outpatient departments

here is significant evidence that ambulatory

surgical centers (ASCs) treat different types of

patients than hospital outpatient departments
(HOPDs). ASCs are less likely to serve medically
complex patients, Medicaid patients, African
Americans, and Medicare beneficiaries who are older
or eligible for Medicare because of disability.

Research by the Commission showed that ASCs treat
Medicare patients who are less medically complex

than patients treated in HOPDs, as measured by
differences in average risk scores (Medicare Payment
Advisory Commission 2003).2 Under a contract

with the Commission, RAND Health compared the
characteristics of Medicare beneficiaries who had
cataract surgery or a colonoscopy in an ASC in 2001
with beneficiaries who received these procedures in an
HOPD. RAND found that ASC patients were less likely

to have certain comorbidities such as dementia or an
acute episode of chronic obstructive pulmonary disease
than HOPD patients (Sloss et al. 2006).

According to data from Pennsylvania on Medicare

and non-Medicare patients, ASCs are less likely than
HOPDs to serve Medicaid patients. In 2008, Medicaid
patients accounted for 3.4 percent of diagnostic and
surgical procedures in ASCs, compared with 10.4
percent of procedures in HOPDs (Pennsylvania Health
Care Cost Containment Council 2009) (Figure 2C-

1).> Commercially insured and Medicare patients
represented a higher share of ASC procedures than
HOPD procedures (87.5 percent vs. 79.3 percent). Some
of these differences may be explained by the greater
propensity of Medicaid patients to seek care in hospital
emergency rooms or by ASCs’ decisions to locate in
areas with a higher proportion of commercially insured

(continued next page)

ASCs

3.4%
Medicaid

Q.1%

53.9%
Commercial

33.6%
Medicare

Distribution of outpatient procedures by payer at ASCs
and general acute care hospitals in Pennsylvania, FY 2008

General hospitals

10.4%
Medicaid

10.3% i
Other 46.9%
Commercial
32.4%
Medicare

Note:
compensation, and other government programs.

Source: Pennsylvania Health Care Cost Containment Council 2009.

ASC (ambulatory surgical center), FY (fiscal year). Procedures include diagnostic and surgical services. Other payers include auto insurance, workers'’
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Differences in types of patients treated in ambulatory surgical centers and

hospital outpatient departments (cont.)

patients. National estimates from the National Survey of
Ambulatory Surgery (NSAS), conducted by the Centers
for Disease Control and Prevention (CDC), also show
that ASCs treat a smaller share of Medicaid patients

than hospitals. According to NSAS data compiled for
MedPAC by CDC, visits by Medicaid patients accounted
for 3.9 percent of total visits to freestanding ambulatory
surgery centers in 2006, compared with 8.1 percent of
total visits to hospital-based centers.

A study by Gabel and colleagues of Medicare and non-
Medicare patients supports the finding that ASCs in
Pennsylvania are less likely to serve Medicaid patients
(Gabel et al. 2008). The article examined referral
patterns for physicians in Pennsylvania who sent most
of their patients to physician-owned ASCs rather than
to HOPDs. These physicians were much more likely to
refer their commercially insured and Medicare patients
than their Medicaid patients to a physician-owned ASC.
They sent more than 90 percent of their commercial
and Medicare patients—but only 55 percent of their
Medicaid patients—to an ASC instead of a hospital.
This finding suggests that physicians refer their more
lucrative patients to ASCs and the less lucrative patients
to hospitals. However, it is also possible that physicians
were more likely to refer Medicaid patients to a hospital
because the patients needed a higher level of care or the
patients had a Medicaid managed care plan that did not
cover surgeries in an ASC.

Our analysis of Medicare claims found that the following
groups are less likely to receive care in ASCs than in
HOPDs: Medicare beneficiaries who also have Medicaid
coverage, African Americans (who are more likely to
have both Medicare and Medicaid), beneficiaries who

are eligible because of disability (under age 65), and
beneficiaries who are age 85 or older (Table 2C-1).* The
smaller share of disabled and older beneficiaries treated
in ASCs may reflect the healthier profile of ASC patients
relative to HOPD patients. B

TABLE
2C-1

The Medicare patient profile
in ASCs is different from
that in HOPDs, 2008

Percentage of beneficiaries

Characteristic ASC HOPD
Medicaid status

Not Medicaid 87.4% 78.7%

Medicaid 12.6 21.3
Race/ethnicity

White 89.3 85.4

African American 6.4 9.7

Other 4.3 4.9
Age

Under 65 13.2 20.3

65 to 84 79.5 69.1

85 or older 7.4 10.6
Sex

Male 42.0 43.4

Female 58.0 56.6
Note:  ASC (ambulatory surgical center), HOPD (hospital outpatient

department). Figures may not sum to 100 percent due to rounding.

Source: MedPAC analysis of 5 percent standard analytical claims files, 2008.

http://www.medpac.gov/documents/MedPAC_Payment_
Basics_09_ASC.pdf).

The links between the ASC payment system, the
outpatient PPS, and the MPFS raise broader questions
about how Medicare and beneficiaries should pay for
the same services that are provided in different settings.
Should Medicare and beneficiaries pay the same amount

regardless of where a service is delivered? If so, how
should that amount be determined? Alternatively, should
the payment vary based on the cost of efficient providers
in each setting, with an adjustment for the quality
performance of providers? The current ASC payment
system exhibits elements of each approach. Payments
for many office-based procedures performed in ASCs
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Number of Medicare-certified ASCs has grown, 2003-2008

2003 2004 2005 2006 2007 2008

Number of centers 3,848 4,140 4,441 4,700 4,991 5,174

New centers 368 366 355 331 346 219

Exiting centers 65 74 54 72 55 36
Net percent growth in number of centers from previous year 8.5% 7.6% 7.3% 5.8% 6.2% 3.7%

Note:  ASC (ambulatory surgical center).

Source: MedPAC analysis of Provider of Services file from CMS, 2008.

are equal to the nonfacility practice expense amount

in the MPFS, and ASCs and HOPDs receive the same
amount for pass-through drugs and devices. In contrast,
payments for most ASC services are less than the
comparable payment under the outpatient PPS, consistent
with evidence that ASCs are a less costly setting and

treat patients who are less medically complex (Medicare
Payment Advisory Commission 2004). A question related
to the conundrum of payments in different settings is: How
should Medicare measure and reward quality for similar
services provided in different settings? The Commission
plans to explore these issues further in future work.

In the following sections, we consider the adequacy

of payments for ASCs, focusing our analysis on
beneficiaries’ access to care, ASCs’ access to capital, and
ASCs’ revenue from Medicare. As we cover these topics,
we caution that the effect of Medicare payments on the
financial health of ASCs is limited because Medicare
spending accounts for about 20 percent of ASCs’ overall
revenue (Medical Group Management Association 2007).

Are Medicare payments adequate in
2010?

To address whether payments for the current year (2010)
are adequate to cover the costs of efficient providers

and how much payments should change in the coming
year (2011), we examine several measures of payment
adequacy. We assess beneficiaries’ access to care by
examining the supply of ASC facilities and changes over
time in the volume of services provided, providers’ access
to capital, and change in revenue from the Medicare
program. Unlike our assessments of other provider types,

we did not use quality data in our analysis because CMS
does not require ASCs to submit data on quality measures.
Likewise, we cannot examine Medicare payments relative
to providers’ costs because CMS does not require ASCs to
submit cost data.’

Our results show that beneficiaries have at least adequate
access to care, ASCs have adequate access to capital, and
Medicare payments to ASCs have grown substantially.
Together, these measures suggest that payment rates were
at least adequate through 2008. However, our results also
indicate that ASCs are less likely than HOPD:s to treat
African Americans, Medicare beneficiaries who are eligible
because of disability, and beneficiaries age 85 or older
(see text box, p. 98-99). These demographic differences
probably reflect differences in the health and Medicaid
status of beneficiaries served by ASCs and HOPDs.

Beneficiaries’ access to care: Supply and
volume growth indicate access is adequate

The number of Medicare-certified facilities and volume
of services provided to Medicare beneficiaries suggest
growing access to ASCs. This growth may be beneficial
to patients and providers because ASCs can offer them
convenience and efficiency relative to HOPDs—the
sector with the greatest overlap of surgical services with
ASC:s. For patients, ASCs can offer more convenient
locations, shorter waiting times, and easier scheduling
relative to HOPDs; for physicians, ASCs may offer more
control over their work environment, customized surgical
environments, and specialized staff. In addition, Medicare
has lower payment rates and beneficiaries generally face
lower coinsurance in ASCs than in HOPDs. Therefore,
as long as this growth in ASCs does not represent

some degree of overprovision of surgical services, the
Commission recognizes the benefits they offer. However,
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if the growth in ASCs has resulted in overprovision of
services, reductions in aggregate program spending and
beneficiary coinsurance that occur because of lower
payment and coinsurance rates in the ASC system would
be partially offset.

Capacity and supply of providers: Number of ASCs
grew rapidly over last several years, but growth
has slowed

The number of Medicare-certified ASCs has increased
substantially over the last several years. From 2003
through 2007, an average of 353 new facilities entered the
program per year, while an average of 64 closed or merged
with other facilities (Table 2C-2). The average annual
growth rate during this period was 6.7 percent.

The rate of growth in the number of Medicare-certified
ASCs slowed in 2008. These ASCs numbered 5,174 in
2008, representing a 3.7 percent increase over 2007. The
relatively slow growth continued into 2009, as the number
of ASCs increased by 1.2 percent to 5,234 during the first
three quarters of 2009, for an annual growth rate of 1.5
percent. The relatively slow growth in 2008 and in the
first three quarters of 2009 may reflect the downturn in
the economy that occurred in the later months of 2008.
The substantial changes to the ASC payment system that
occurred in 2008 also may have contributed to the slower
growth, as investors may have waited to see how the new
system affected the overall ASC market before deciding to
open new facilities.

To provide a more complete picture of ASCs, we also
examined the change in the number of operating rooms.
From 2003 to 2008, the mean number of operating rooms
per ASC increased slightly from 2.5 to 2.6, although the
median number of operating rooms remained the same

at 2. This finding indicates that the growth in the number
of operating rooms has been similar to the growth in the
number of ASCs.

Our analysis also indicates that ASCs are concentrated
geographically. As of 2008, 40 percent of ASCs were
concentrated in five states that accounted for 27 percent of
fee-for-service (FFS) beneficiaries—California, Florida,
Maryland, Texas, and Georgia. In contrast, Vermont,
Alaska, and the District of Columbia had fewer than 10.6
In addition, in 2008, most Medicare-certified ASCs were
for profit and located in urban areas, a pattern that has not
changed over time (Table 2C-3). Beneficiaries who do not
have access to an ASC may receive ambulatory surgical
services in HOPDs and, in some cases, in physician

Most Medicare-certified ASCs
are urban and for profit

ASC type 2003 2008
Urban 87% 88%
Rural 13 12
For profit 95 96
Nonprofit 5 4
Note:  ASC (ambulatory surgical center).

Source: MedPAC analysis of Provider of Services file from CMS, 2008.

offices. In addition, beneficiaries living in remote rural
areas may travel to urban areas to receive care in ASCs.

Steady growth in the number of Medicare-certified ASCs
may indicate that Medicare’s payment rates have been at
least adequate, despite the fact that there were no positive
updates to ASC payment rates from 2004 through 20009.
However, Medicare payments, according to industry
surveys, are not a substantial source of revenue for ASCs,
accounting for about 20 percent of all ASC revenue
(Deutsche Bank 2008, Medical Group Management
Association 2007). In addition, other factors have likely
influenced the rapid growth in the number of Medicare-
certified ASCs:

*  Changes in clinical practice and health care
technology have expanded the provision of surgical
procedures in ambulatory settings.

*  Medicare began covering colonoscopy for colorectal
cancer screening in 1998.

*  ASCs may offer patients greater convenience than
HOPDs in terms of better locations, the ability to
schedule surgery more quickly, and shorter waiting
times.

*  For most procedures covered under the ASC payment
system, beneficiaries’ coinsurance is lower in ASCs
than in HOPDs.’

*  Physicians may find it more convenient and efficient
to perform procedures in ASCs because they
often have customized surgical environments and
specialized staffing.
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TABLE
2C-4

The set of most frequently provided services in 2008 was similar in 2007

2007 2008

Surgical service Percent of volume Rank Percent of volume Rank
Cataract surgery w/ |OL insert, 1 stage 19.9% 1 18.3% 1
Upper Gl endoscopy, biopsy 7.9 2 7.9 2
Diagnostic colonoscopy 59